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THE PRESIDENT’S PAGE 


W! internal auditors have often been told at meetings and conferences 
that if we are to aid our managements in directing our businesses w« 
must think like Mmanager;rs. To many of u A this idea sounds fine P but we find 
it difficult to accomplish. Just how do you begin think like a manager? 
Well, of course, one way to do it is to give consideraple thought to manag: 
ment’s problems and to ascertain whether you can aid in the solution of 
some of these problems in your auditing worl 

Perhaps you are handicapped because you do not have a wide enougl 


knowledge of many matters in which your management is interested. In 


this event perhaps it would be well to make a more intensive study of your 


own business. In so doing you might broaden your knowledge about sonx 
of its principal activities. For example, if you are in a manufacturing busi 
ness, you ought to learn all you can about tl 


1ow they are procured and how they are utilized in the manufacture of yout 


1¢ principal materials you use, 


products. Try to learn more about your manufacturing processes. I am 


sure you have some knowledge along this line, but try to increase it so you 


4 





will better understand your management’s problems 


In addition, some other activities you might try to learn more about are 
industrial relations, budgeting, marketing, credit policies, and insuranc: 
Your business managers have a working knowledge of all these activities, 
so if you wish to be more helpful, perhaps it would be advisable for you t 


increase your knowledge regarding them. 


Certainly widening your knowledge of your own business and its activi 
ties should assist you in trying to attain management’s viewpoint: in other 
words to think like a manager. If you are able to do this effectively, you 
should be able to put into practice a thought I had in mind when I sug 
gested the theme for this year, “Widening Our Horizons.” 


W. J. LEHMANN 
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AUTHORS AND ARTICLES 


AUDITING OPERATIONS 


“The internal audit function is generally considered to be a control 
device for the purpose of appraising and evaluating all other controls which 
management has formulated.” Such a statement has been generally accepted 
by management and auditors, but with differing interpretations. Manage- 
ment has often considered that this function should be applied principally 
to financial operations. Internal auditors, and some managements, on the 
other hand, have increasingly felt that the appraisal of control was applicable 
to any part of the business, since controls exist throughout all departments. 


In this article Dr. Seiler discusses the need for operational audits, the 
importance of a proper mental attitude (thinking like management), and 
the basic approach to an operational audit as background for a rather dé 
tailed description of the steps to be followed in performing an operational 
audit. 


Robert E. Seiler is Assistant Professor of Accounting at the Univer 
sity of Texas, where he also teaches a course in internal auditing. He is 
a Certified Public Accountant in Texas and has had practical experience 
in public accounting and as chief cost accountant, Southwestern Division 
of Tennex Furnace Company. Dr. Seiler has had articles published in 
many professional journals and is a member of the American Institute of 
CPAs and the American Accounting Association, among others. 


SUGGESTION SYSTEMS 


In the previous article it was stated that internal auditing should cover 
all phases of business operations. One phase that is seldom considered i1 
this respect is that of suggestion systems. Yet these systems, when well ad- 
ministered, can produce tremendous savings for the company. 

“Suggestion Systems and the Internal Auditor’ provides an interest 


ing discussion of the history and role of the systems, problems to be faced 
in setting up and running suggestion programs, and the role of the internal 
auditor. Mr. Landis feels that the internal auditor, with his independent 
viewpoint and knowledge of the company, can play a very important part 
in assuring the success of a suggestion system. 


William E. Landis is Manager of Employee Services, Corporate Per- 
sonnel Staff, Chrysler Corporation. In addition to his responsibilities for 


personnel matters he has functional supervision over his company’s sugges- 
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tion system policies and procedures. Mr. Landis is a graduate of Otterbein 
College and has a background of more than 30 years’ experience in the field 
of personnel management. He is a member of a number of civic and profes 
sional organizations and is currently Preside of the Greater Detroit Safety 
Council. 


MAINTENANCE AND REPAIR AUDITS 


Maintenance and repair activities present still another of the newer 


ireas to be examined by the internal auditor. “Maintenance audits cannot 
be satisfactorily conducted unless a sound policy for 


the control of mainte 
nance expenditures has been adopted. The basic requirement is authorized 


approval of the expenditure.” The Research Committee which prepared this 
report feels that a special form, or Work Order, is needed to provide ade 
quate communication of approval 


The report discusses various types of maintenance and repairs, the 
forms of Work Orders needed, records to be kept, scheduling and processing 


of the orders, and maintenance accounting. Against this 


background is 
resented a program for internal audit of intenance and repair activities 
] ] 4 


The material in this report was gathered by the Research Committee 
of the Chicago Chapter of Tue INstiruTe or INTERNAL AvpitTors, This 
report represents a distillation of information gathered by the committee 


over a period of several months 


COMPUTERS AND AUDITORS 


\utomation and computers are assuming ever-increasing importance in 
fice work and pose many new questions for the internal auditor. Chie 
among these is the effect of the electronic equipment on the physical form 

basic records and on the procedures subject to review by the auditors 


“The Auditor [:ncounters Computers” provides 


a good discussion of 
basic effects, what happens to the audit trail, use of computers for internal 
control, and what the auditor needs to know to audit effectively. Under this 
last heading are discussed what the auditor needs to know about the hard 


ware itself and about programming, and how to acquire this knowledge 

\ir. Grody presents samples of questions developed to highlight essential 
I | ! S > 

control features, audit steps to le follows 1, nd an outline of a concentrated 


course O1 computers 


Charles E. Grody is General Auditor, New York Life Insurance Com 


pany. He has had wide experience in public accounting and in internal audit 
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ing with other concerns and was in charge of the Liquidation Department 
of the Insurance Department of the State of New York. Mr. Grody is a 
graduate of New York University and has lectured on internal auditing at 
various colleges and universities, 


FIELD AUDITING 


Field auditing is of particular importance to insurance companies, since 
most of the premium income is collected and reported through branch 
offices and agencies. Although this article is written by an insurance man 
about an insurance company, many of the general ideas about auditing of 
branches can apply to any business which has branch office operations. 


In this article Mr. Budds discusses problems of field auditing and rela 
tionships between the auditor and those audited. He then presents in some 


detail the auditing program followed in his own company, from the start 


of the audit through what is audited and the final report to the home office 


John J. Budds is Assistant Auditor, The Travelers Insurance Company, 
with which he has been associated since 1929. He is a graduate of The 
Catholic University of America. He was active in formation of a group to 
discuss problems of internal auditing in the insurance industry and is a 
member of the Association of Casualty Accountants and Statisticians and 
of THe INSTITUTE oF INTERNAL AUDITORS 


APPROACHES TO AUDITING 


Why would two auditors of equal competence adopt different procedures 
in approaching the same assignment’ The answer lies in the objective of 
the audit. Different companies have different procedures, different controls, 
and different objectives. The auditor must decide before he programs his 
audit what his responsibility and objective are. Mr. Mann illustrates this 
point with an examination of various ways to audit return premium trans 
actions. Although the examples are taken from insurance audits, the basic 
discussions of defining objectives and reaching a definite understanding 


with management about the audit objectives can apply to any type of audit. 


Edward G. Mann is Assistant Auditor, Hartford Fire Insurance Com 
pany Group. Before joining that company he was with Price, Waterhouse 
& Co. Mr. Mann is a graduate of Trinity College, Hartford, and Harvard 
Business School. He is a member of the American Institute of CPAs, a 


Fellow in the Massachusetts Society of CPAs, and past president of the 
Southern New England Chapter, Tue INstituTe or INTERNAL AUDITORs. 





THE OPERATIONAL AUDIT-- 
AN EXTENSION OF MANAGE- 
MENT CONTROLS 


By DR. ROBERT E. SEILER 
Assistant Professor of Accounting, The University of Texas 


NTRODUCTION 
HE internal audit function is generally considered to be a control 
device for the purpose of appraising and evaluating all other contr 


which management has formulated. Internal auditors have accepted tha 


definition of their function, and management and employees usually accept 
such a statement without undue question. Thus there appears to be 
common agreement as to the functions of the internal auditing staff. Unfor 
tunately, however, this is only surface agreement, for there despread 
disagreement as to what these other controls encomp 

\ccording to Webster’s dictionary, control is defined as “exer Ising a 
directing, guiding, or restraining power.” There are many forms of control 
among the various levels of management and many forms of control within 
each level. Management levels, for purposes of this discussion, may be 
broadly defined as top management, intermediate management, and the 


lower level, which includes the functional or operating employees. Ea 
level must control, by one means or another, that level immediately below 
it, in order that proper control over the business as a whole may be effected 
Top management controls intermediate management with the establishment 

broad policies, budgets, procedures, organizational charts, forecasts, and 
so forth. Intermediate management then interprets these broad policies 
into such specific and commonly known controls as job standards, job 


specifications, and systems of internal che 


ie internal audit 


The question of what level of management contr 
function is to appraise and evaluate is a controversial issue. If the internal 
auditor is to appraise and evaluate all other controls which top manage- 
ment has formulated—and this should be his primary function—an audit 
of a particular operation or department, with the express purpose ot 
evaluating that department's effectiveness and efficiency, is a direct audit 
of intermediate management's application of, or adherence to, top man 


agement’s plans, policies, and objective s 


9g 
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OPERATIONAL vs. FINANCIAL AUDITS 


The internal audit function has two basic purposes—protective and 
constructive, All internal auditors are aware of these two parallel objec- 
tives. Quite obviously the degree of emphasis placed upon either of these 
will depend largely upon what top management considers the primary pur 
pose and objectives of any particular audit. In the past, greater emphasis 
has been placed upon the protective, and management has thus delegated 
to the internal audit staff the responsibility for appraising and evaluating 
the measures instituted to prevent and detect fraud, prevent and detect 
errors, and detect and report noncompliance with the company’s policies. 
This work, as you will quickly agree, is directed toward the lower levels 
of the organizational structure and is basically a review of past actions 
and events. 


Thus, we have three basic reasons why an audit of financial matters 
is readily acceptable to management at both the top and intermediate levels. 
First, this type of audit is historical in nature. An examination of some 
thing already done, with an evaluation of its effects, is much easier than 
an examination and evaluation of something that has not yet been done 
or is just proposed. Second, the financial accounting system and the sys- 
tem of internal control, which are the basis for the financial audit, are 
creations of management. All too frequently, management assumes past 
compliance with the established system to be a measure of the success of 
the system. Third, audits of a financial nature are historically within the 
province of the accountant, and internal auditing grew from an accounting 
background. 


The operational audit begins where the financial audit ends. Why, then, 
is the operational audit sometimes resisted by management? The answer 
lies in the fact that when an internal auditor is involved in an operational 
audit, he is not evaluating a system established by management; he is 
auditing management’s compliance with the system. If operations are found 
to be faulty, weak, or ineffective, the report that flows out as a result of 
the examination is a report on the management of that department or area. 
It is this fact that leads some managers, department heads, or other inter- 
mediate level executives to resent the internal auditor’s investigations of 
an operational audit nature. 


MENTAL ATTITUDE IS IMPORTANT IN AN OPERATIONAL AUDIT 
The internal auditor quickly learns to think in terms of internal check 


when performing audits that deal with the internal control function. When 
he shifts over into the field of operational auditing, he must think in 


different terms. He must learn to think like management. He must some 
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times deliberately act, think, and speak a different language when assigned 
to an operational audit. The auditor must bear in mind that he is the 
representative of general management when on an operational audit and 
not the representative of financial management. 

However, I do not wish to imply that the type of work which is done 
on an operational audit is entirely different from that which would be 
done on other internal audit assignments. Only the subject under review 
is different, and a different basis for measurement must be used. While 
the basis for examining a good system of internal check may be compliance 
with the system, the basis for evaluation of the operations of a department 
or segment of the business must be how nearly that department or seg- 
ment achieves the objectives which top management has set for it. 

KEEP A LIFELINE BACK TO FINANCIAL AUDITING 

Many auditors, especially those trained primarily in financial auditing, 
feel somewhat at sea when assigned to an operational audit. In such 
instances, a safe lifeline back to financial auditing matters may be helpful. 
For instance, it would be a gross mistake for an auditor wanting to review 
the operations of the final assembly department to walk up to the manager 
of that department and say, “I am now going to audit your assembly process 
to see if it is properly managed.” Such an approach would almost immedi- 
ately close the door to that fine degree of cooperation which is needed 
from the manager or department head. A natural entry would be through 
an audit of payrolls, which leads to incentive pay, which leads to the sup 
porting time studies, and the auditor is then deep into the operations of 
the assembly department. Or, if there is no incentive pay system, the audit 
of vouchers payable would lead into the audit of materials vouchers, which 


leads to bills of materials or materials requisitions, and the auditor finds 


himself back in the assembly department again. 

In fact, a resourceful auditor can let financial matters lead him int 
almost as many places as he could want to go. The important fact, however, 
is the concept of the responsibility of the internal auditor to go into the 
operations of the business in quest of an independent evaluation of the 
| 


control measures employed by the business, whether they be financial con 


trols or management controls. 

Now, armed with the knowledge (1) that the internal auditor is, in an 
operational audit, actually evaluating a management control measure; 
(2) that the internal auditor is the representative of general management 
instead of financial management and must train himself to think like man- 
agement; and (3) that a safe lifeline, if needed, may be maintained back 
to financial audit matters, let us discuss a logical procedure for completing 
the operational audit 
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BASIC APPROACH TO THE AUDIT 


The auditor must first determine the general objectives of top manage- 
ment for the department or area under study. These are not as easy to 
determine in some cases, as in others. The objective of production depart- 
ments is usually to produce finished products of the highest quality, at the 
lowest cost, and at the optimum time. But what are the objectives of the 
customer relations department, the public relations department, or the new 
products department? Determination of these over-all objectives must be 
made before any appraisal can be undertaken. Of course, profit is the basic 
objective of the business as a whole, but the particular role which a depart 
ment or area of the business is expected to play in the realization of those 
profits must be determined. 


The second step would be to gather the necessary data relative to the 
organization of the department, the duties of the various personnel, their 
responsibilities, the flow of work or of materials, the number, nature, and 
timing of reports, and so forth. This step is somewhat easier to accomplish 
than the first, and here the auditor begins to sense the climate and atmos- 
phere of the department and begins to know the degree of cooperation he 
will receive from departmental personnel. 


The third step would be to segregate the work into bite-size pieces 
The auditor should segregate the area under study into several smaller 
areas, at least until a better picture of the whole department’s work begins 
to form. For example, taking an illustration with which we are all familiar, 


if the auditor is working with the purchasing department, he could divide 


it into six or seven areas, such as 


1) processing purchase requisitions, 
(2) sending requests for bids or for price quotations, (3) issuing purchase 
orders, (4) follow-up procedures, (5) filing, (6) processing completed 
purchase order 


The fourth step would be to apply common sense and the peculiar sixth 
sense which a good auditor has, in order to spot weaknesses or inefficiencies 
in the department’s operations. It is at this point that some auditors feel 
insecure. However, the internal auditor’s over-all knowledge of the com- 
pany, plus the study made in step one of the objectives which management 
has established for this department, qualify the internal auditor for the 
task of evaluating the department. Although the auditor may not be an 
expert in the technical operations performed by the department, he should, 
with technical assistance from other sources where needed, be qualified to 
evaluate the department. 


The fifth step is to bring all the parts of the picture together for a final 
review. At this point the auditor is thoroughly familiar with the depart- 
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ment’s operations, personnel, and procedures. He is now ready to evaluate 
the performance of this operation in the light of what is expected of it, 
to determine whether it measures up or falls short—and if it falls short, 
to recommend corrective action wherever necessary. Here the auditor must 
think like management, for at this point the auditor is evaluating not only 
the department, but whether the controls which top management has ove 
this department are too loose or too tight, inadequate, or perhaps misdirected. 
All budgets, plans, forecasts, goals, and standards set by top management 
for this department must be compared with the actual operations of the 
department. 


SPECIFIC ITEMS TO EVALUATE IN AN OPERATIONAL AUDIT 
The five basic steps just mentioned are the procedural aspects of the 

audit. Preparation of an audit program, completion of the working papers, 

and the drafting of the final report depend upon the circumstances, purpose, 

and nature of the examination and will vary from audit to audit. However, 

in every operational audit certain items should be covered. 
1. Personnel should be reviewed. Although some controversy exists 
as to whether the internal auditor should consider specific persons 
in his examination, there can be no over-all expression of the effec 
tiveness of the department without consideration of the entire pet 
sonnel picture. Here the auditor may ask himself, among other 
questions, “Is the work force adequate?” “Are there too many or 
too few employees to do the work effectively?” “What is the turn 
over experience?” “Is overtime work being done, and if so, is it 
necessary?” Questions such as these dd not involve the auditor in 
personalities but are necessary for the over-all review of operations. 

2. The workload of the department should be reviewed, with the audi 
tor asking himself, for example, “Is the workload normal for the 
number of employees?” “Is the volume of work up or down?” 
“How would an increase in the workload be handled?’ “What 
would be the effect of a decrease in the workload?” 

3. Productivity should be reviewed. The productivity of a department 
is difficult to measure, but it is important for the auditor to assure 
himself on this point by finding answers to such questions as whether 
the trend of productivity is up or down per man hour, per letter 
written, or per purchase order issued. The important question here 
is whether productivity can be increased without undue increase in 
cost. 

+. Quality should be reviewed. This also is a subjective matter, but 


one which the internal auditor must investigate. Answers to the 
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question, “Is the work of highest quality 7” may be had by investi- 
gating the amount of scrap, the number of errors made, the number 
of customer complaints, or the number of employee grievances. 


‘sa 


Reports should be reviewed. The number, nature, and extent of the 
reports that flow into and out of the department must be investigated 
Too many reports can be just as bad as too few, for important facts 
may be lost in the maze of reports, just as they may be lost if not 
reported at all. 


6. Costs and expenses should be reviewed. An examination of the 
costs and expenses of the department brings us back into financial 
auditing, but the auditor must maintain the management viewpoint. 
He should be just as interested in whether the amount is justified 
as in whether the cost and expense are correct in amount. Trends 
are important in determining whether the amount is moving in the 
right direction and whether the movement is in keeping with the 
productivity of the department. Another important question here 
is whether the amount is justified in light of the company’s over-all 
objective and the role this department is playing in reaching that 
objective. At this point, such questions as whether to make or buy, 
to lease or buy, enter into consideration. A comparison of actual 
costs and expenses with such management controls as forecasts, 
budgets, and standards must be undertaken, and any material devia 


tions from these controls must be investigated. 


In all of the above areas of investigation the auditor must keep in mind 
one paramount question—‘Can it be done better, at less cost, and still 
meet the objectives of management?” The answer to this question is in 


most cases the end purpose of the whole audit. 


TWO SPECIFIC PROBLEMS ENCOUNTERED IN OPERATIONAL AUDITS 


Up to this point the operational audit has been discussed in general 
terms without reference to specific trouble spots which the auditor might 
encounter. However, two problems which confront the auditor on this 
type of audit warrant discussion. One problem is that of laying the ground 
work for the audit, and the other is the preparation of the final report. 
These are two extremely crucial steps in the audit; if performed carefull) 
and properly, they will not only make the audit move more smoothly, but 
will insure the auditor a warmer welcome should he return at a later 
date for additional work in that department. 


The first of these steps, that of laying the groundwork for the audit, 


entails proper communication between top management, for whom the 
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audit is being performed, and the management of the department being 
audited. Since the auditor who is performing an operational audit is a 
representative of general management rather than financial management, 
general management should clearly indicate to any persons involved the 
responsibilities and authorities of the auditor and the purpose, nature and 
coverage of the audit. If possible, this step should be taken several days in 


advance of the actual audit 


It is important here that the internal auditor maintain a clear-cut 
distinction between line and staff authority. He must constantly remind 
himself that his job is to advise and not to command, that his task is to 
sell and not to tell, and that the line supervisor must assume the responsi- 
bility for making decisions and issuing instructions. The following actual 
case illustrates this point. 

The case at point is that of a competent young auditor who had unusual 
experience as controller and internal auditor of several large business enter 
prises and who was hired as the assistant to the executive vice president 
of a large and expanding company. The assistant’s charge was clear—to 
bring to the attention of the executive vice president means and plans for 
reducing costs of operations, expending scarce capital wisely, and expand 
ing in an orderly fashion. But some uncertainty existed in this young man’s 
mind as to whether he was limited to a staff position or whether he had 
line authority from the executive vice president to see that these things 
were done. In any event, he gathered a large organization of statisticians, 
production efficiency experts, planners, budgetary control personnel, and 
organization specialists. With their help, the assistant readily discovered 
numerous places where costs could be reduced, production and service 
improved, management bettered, and money most efficiently expended. Thi 
accuracy of his findings was extraordinarily high; yet the entire progran 


failed, and the executive vice président was forced to abandon itt. 


The reason for the failure of the plan was simple. There had not been 
a clear-cut understanding that the young assistant was to act in a staff 
capacity, that he could not force his findings and policy determinations 
on unwilling line executives, but must instead sell his ideas to them. The 
line executives resented the intrusion of the staff officer, as well they might, 
since he was in effect stripping them of their power to manage. The result 
was not only complete lack of cooperation by the line officers, but an insist 
ence that the control department be abolished. Faced with a choice between 
supporting the chief line officers and supporting a staff officer who had not 
confined his activities to investigation and recommendation, the executive 


vice-president could choose only in favor of the line. 
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Not only must the staff executive realize that his job is to counsel, 
but the line executive must realize that advice received must be regarded 
as advice, and not command. Authority to manage must rest with the execu- 
tive, who stands in a line relationship with his subordinates. Failure to 
understand these relationships is probably the greatest single cause for 
friction in an organization. 


The auditor may find that the audit will progress more smoothly if he 
also requests the assistance, in advance, of some of the personnel of the 
department being audited. Such assistance would have a twofold effect. 
First, it would give the auditor the technical assistance he might need in 
certain parts of the audit. Second, and perhaps more important, it would 
afford an opportunity for the auditor, by using a little psychology, to let 
the personnel of the department locate their own errors and weaknesses. 
\ctually, in many cases they will spot the weakness before the auditor. 
The personnel of the department will begin to feel that the auditor is actually 
there to help them, and this feeling of cooperation and assistance will make 
the next audit of that department considerably easier. 


One task remains, however, before the auditor has fully gained the 
confidence of the department, and this last task is the preparation of the 
final report. The auditor's first responsibility here is to inform top manage- 
ment of any findings or conclusions reached as a result of the audit. But 
there is a dual responsibility to gain the respect and confidence of the line 
people whom he is auditing ; the final report must be written so that both 
these responsibilities are met. An informal conference between the audi- 
tor and departmental management to discuss the results of the audit does 
much to retain the confidence of the operating personnel. Wherever man- 
agement begins immediate corrective action in the case of any discovered 
weakness, the report may so state. Minor faults which have been corrected 
may not be reported at all. The auditor must use his judgment to determine 
what should or should not be reported, but departmental management should 
know what the auditor feels is important enough to go into the report and 
how he and his department will be treated in the report. Whether he receives 
a copy of the report is not important, so long as he knows as soon as the 
audit is finished just what the auditor will report to top management. 


CONCLUSION 


At this point it should be mentioned that in most operational audits 
the auditor is not trying to solve a particular problem, other than the gen- 
eral question of whether the department is operating at optimum efficiency. 
In the operational audit a keen sense of knowing how to recognize a weak- 
ness is of the utmost importance. Many good managers and auditors have 
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developed a knack for solving a problem once it is presented to them, but 
it takes a special sixth sense to know how to locate and isolate the weakness. 
Most good management men will agree that the ability to locate the problem 
requires much more insight and talent than the ability to solve the problem 
once it is isolated. And along the same line, creating a problem where none 
exists is far worse than not seeing one at all. Probably everyone has at one 
time or another known men who tend to magnify little errors, to make 
mountains out of molehills. These are the men who tend to find problems 
where none exist, and these men would do a very poor job on an operational 
audit. 


The internal auditor should constantly remind himself that he is work- 
ing for top management and that the operational audit is a direct part of 
management's over-all control system. He must remember that even thoug] 
he may follow an audit program, he is not working in a vacuum from a 
set of printed rules. He must be aware of management's activities and must 
stay in tune with management’s viewpoint. One of management's best 
training grounds is the internal audit department, and one year of good 
operational auditing may be worth three of the financial type. Any good 
manager will gladly welcome honest suggestions regarding his particular 
segment of the business, regardless of the source, provided these sugges 
tions are offered in the right spirit, with diplomacy, with courage of con- 


viction, and in a positive manner. 








SUGGESTION SYSTEMS AND 
THE INTERNAL AUDITOR‘* 


By W. E. LANDIS 


Manager, Employee Services, Chrysler Corporation 


K FORE proceeding, | would like to say that I am not going to talk 

about any of the technical aspects of auditing. I'll leave that to those 
engaged in the profession of internal auditing. However, I would like to 
touch on some of the ways I think you, as auditors, can assist the manage 
ment of your company in any appraisal you initiate or may be calied upon 
to make of a suggestion system. In this connection, I believe that if you 
are called upon to appraise your company’s suggestion system, you will be 
afforded a rare opportunity to perform a service for the employees of your 
company in addition to the service you wil! be performing for management 
I don’t mean to imply that performing a service for the company’s employees 
should be the primary purpose of your appraisal. To my knowledge, it is 
universally accepted that internal auditors represent management, and this 
is as it should be. But consider this: there can be no suggestion system 
unless employees contribute their ideas. Therefore, by pointing out ways 
to improve and strengthen your company’s suggestion system, you will be 
performing a service to the company’s employees as well as its manage- 
ment. 

The current trend is toward the adoption of suggestion systems by mort 
and more companies. Therefore, it is possible that many companies, now 
without suggestion systems, will adopt such a program in the future. I say 
t} 


is because the suggestion system, properly administered, is one of the 
most potent sources available to management in its continued efforts to 


reduce cost, increase efficiency and improve quality 


Before discussing the audit possibilities as they relate to a formal sug 
gestion system, let’s briefly review the history and growth of suggestion 
systems. By doing this, perhaps a better appreciation of the magnitude of 
suggestion systems and the potential they offer can be gained. Also, by 
viewing the suggestion system in its proper perspective, you, as auditors, 
can appreciate what management expects from its suggestion program. In 
my opinion, it is essential that you adopt management’s view in your ap 
praisal of the company’s suggestion system 


* Delivered at a Detroit Chapter meeting 
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ORIGIN OF SUGGESTION SYSTEMS 


Despite the fact that today suggestion systems are in wide use by 
American business concerns, they did not originate in this country. The 
earliest known incident of a formal suggestion system program occurred in 
1880 at the William Denny Shipbuilding Company, located near Glasgow, 
Scotland. In 1890, the Yale and Towne Lock Company installed a sugges 
tion system. This was followed by the National Cash Register Company in 
1894, by Eastman Kodak in 1898 and by the General Electric Company in 
1906. From this meager beginning the idea of formally asking employees 
for their suggestions grew to the point where today approximately 6,000 
companies have installed formal suggestion system programs. Probably the 
greatest influence on the growth of suggestion systems was World War II 
Confronted with manpower and material shortages, businessmen searched 


for ways to do things faster and cheaper. They discovered that many of 


their own employees had many of the answers. In turn, employees found 


¢ 


the suggestion system an ideal way to get paid for their ideas. Furthermore, 


for the first time, employees found they could talk to management as well 


as listen 


The intimate relationship between employer and employee which existed 
prior to, and during, the industrial revolution, and which was exemplified 
by the close relationship between master craftsmen, journeymen, and ap 
prentices, permitted and was conducive to the exchange of ideas. As thi 
industrial revolution matured and business grew larger and more complex, 
this climate of intimacy between employer and employee gradually di 
appeared. Although the suggestion programs did not restore the intimate 
employer-employee relationship of the past era, they at least provided ; 
formal means of obtaining constructive ideas from employees. They also 
provided a means of rewarding employees for those suggestions whicl 


proved worthwhile. 


ARE THEY USEFUL? 


Up to this point, we've discussed when and why suggestion systems 
. 55 . 
came into being, but have they paid off ? Do they really provide a useful tool 


‘ 


Oo management: 


In attempting to answer these questions, I’m going to cite some vital 


g 
statistics on suggestion systems which for the most part are based on esti 


mates contained in the November 26, 1956 issue of Newsweek Magazin 


The success of suggestion system programs becomes quite evident when 
ou consider that during 1956 approximately 6,000 companies and govern 


mental agencies with organized suggestion programs received more than 3 
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million ideas from their employees. These companies found 26 percent of 
the suggestions worth adopting and paid out more than $50 million in 


‘> 


awards. 


These statistics have been reviewed with the Chairman of the Statistical 
Committee of the National Association of Suggestion Systems for 1957, 
who believes them to be reasonably reliable 


Estimates of tangible savings realized from ideas adopted range from 
300 to 400 million dollars. No one can measure the intangible benefits 
derived from suggestions having to do with safety, improved working con 
ditions, employee morale, better workmanship, closer cooperation between 
employer and employee and inyproved public relations. Although they can't 


be measured, the intangible benefits play a very prominent role in su 


gees 
tion systems. But even if there were no intangible benefits, just think of the 
300 to 400 million savings realized from tangible benefits. To be sure, 
some companies have had more success with their programs than others 
but there are reasons why this occurs. We'll explore these reasons further 
on and explain how we think you can help make your company’s suggestion 


program successful if it is faltering. 


\gainst this backdrop, I hope I have adequately portrayed the prominent 
5 i . . 

role which suggestion systems can play in assisting management in its con 
tinued efforts to strengthen its company’s competitive position by reducing 


cost, increasing efficiency and improving quality 


ROLE OF INTERNAL AUDITOR 

Now, what is the relationship between suggestion systems and internal 
auditors, and further, what service can you perform for management with 
respect to suggestion programs? Again I'd like to remind you that these 
are my views as to how you can assist your management when appraising 
the company’s suggestion system. At Chrysler Corporation, we, that is the 
Corporate Personnel Staff, have functional respensibility for the corporat 
wide suggestion program. Naturally, we try to keep our “ears to the ground” 
in order to insure the successful operation of our program. However, we 
certainly appreciate the independent viewpoint which our internal audit 
staff lends in connection with the audits they have made of our divisional 
suggestion systems. Once we agree that an independent appraisal is neces 
sary, where do we start? 


[ believe we should start with the company suggestion system policy 
statement. I’d suggest you review the policy statement for completeness. 
Here are a few ideas I have on the more important points which should be 


covered in your company’s policy. Does it define the nature of suggestions 
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which are not eligible for consideration under the program? We at Chrysler 
will not consider any suggestions which deal with corporate policy, such as: 
union agreements, employee benefits, contests, advertising, public relations, 
product design (that is, styling), basic engineering requirements, etc. This 
does not mean that employees cannot make suggestions in this category to 
the specific corporate function concerned ; however, such suggestions cannot 
be considered under the formal suggestion program. We won't consider 
suggestions which pertain to devices for which patents have been filed 
If suggestions call attention to errors or omissions in drawings or instru 
tions, such as misspelled words, etc., they ‘won't be considered, Suggestions 
having to do with routine maintenance, such as replacing light bulbs, repair 
ing leaks, or fixing windows, are also not considered unless accompanied 
by an improved method for doing the work. These are by no means all the 
reas of ineligible suggestions, but I believe they cover the more important 


ones and illustrate the point. 


Next, does your company’s suggestion policy adequately cover who is 
eligible to receive awards for adopted suggestions. This is a touchy point 
and probably can never cover every possible situation ; however, that is no 
reason why the policy should be vague and be the possible source of troubl 
later on. In fact, that is all the more reason why this point should be acd 


SA 


quately covered in your company’s suggestion policy. How do we cope with 
this problem at Chrysler? First, our suggestion system program is for 
employees only. Our policy excludes all administrative, professional, super 

visory and local retailing personnel as well as employees engaged as outside 
salesmen. We further exclude employees in certain nonexempt classifica 

tions. We also provide for disputes concerning employee eligibility. Finally, 
we endeavor to provide for any possible situation not specifically covered 
in our policy by making a suggestion committee responsible, in all instances, 
for the final ruling as to the eligibility of suggesters. Your policy should 
clearly define ownership of the idea for both accepted and declined sugges 
tions; patent rights; license rights; award maximum and minimum ; th 
basis for computing award amounts for both calculable and noncalculable 
suggestions ; when awards will be paid ; under what conditions split payments 


will be made; and the right of the company to change or discontinue the 


suggestion system. Will overhead be considered when computing award 
amounts ? How about installation costs? Will they be deducted from award 
amounts? There is some difference of opinion as to the treatment of these 
two points; however, the important thing is to make sure your policy 
clearly covers these points one way or the other. It will probably eliminate 
a lot of grief later on which, if not avoided, could help undermine the entire 


suggestion system. I haven't tried to enumerate all the points which should 
] 
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be included and clearly defined in your company’s suggestion system policy 
statement. The point I want to make is that the policy should form the 
foundation of your company’s suggestion program. If it is not complete, 
firm and clear it will likely affect the over-all success of the suggestion sys 
tem. 


weaknesses. A case in point: the Chrysler internal audit staff brought to 
our attention a weakness in corporate suggestion system policy concerning 
the determination of calculable awards. Chrysler policy was to base calcu- 
lable suggestion awards on 100 per cent of the savings in labor and/or 
material for the first two months after the suggestion was put into effect, 
or one-sixth of the first year’s savings, whichever was greater within the 
maximum award limits. The internal audit staff pointed out that whereas 
our policy was adequate for suggestions having a useful life of a year or 
more, it failed to recognize that some suggestions are useful to the corpora 
tion for relatively short periods of time. This is especially true of sugges 
tions having to do with repair tools or methods at the beginning of a model 
year before tooling or processing defects can be corrected. It is also true of 
suggestions adopted toward the end of the model year pertaining to parts, 
tooling or processes which will not be continued in the ensuing model year 
because of changes in product design. The audit staff cited specific ex 
amples of suggestions of relatively short duration wherein the suggester 
received a disproportionate share of the total savings because the award 
was based on 100 per cent of the first two months’ savings. Although this 
was not a general condition, nevertheless we were pleased that it was brought 
to our attention so that corporate suggestion policy could be strengthened 
in this area. Moreover, by specifically covering this point in our policy, we 
avoid the possibility of trouble later on. 


After reviewing the policy statement, | believe you should review the 
important aspects of your company’s suggestion system procedure. I hope 
I’m not wrong in assuming that your suggestion program is governed by a 
written procedure. If your procedure is not reduced to writing, it should 
be, and here are some of the points which I think should be covered: the 
minimum frequency fer collecting suggestions from the suggestion drop 
boxes; the establishment of suggesters’ priority rights. By this I have in 
mind date-time stamping the suggestions as they are recorded in the sug 
gestion department office. Your procedure should provide for the records 
which are to be maintained. These records should include a subject register 
so that duplicate suggestions can be detected. Records should also be main- 
tained which will automatically focus attention on suggestions which have 


been in the mill for excessive lengths of time so that action can be taken to 


hr 
tnd 
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finalize such suggestions with a minimum of delay. Be sure your pro- 
cedure covers the matter of communicating with suggesters when sugges- 
tions are received, are declined, are under investigation for excessive lengths 
of time, and finally, when suggestions are adopted. Your procedure should 
also establish what function is responsible for investigating suggestions and 
the investigation process to be followed. Finally, the procedure should pro 
vide for the establishment of a suggestion committee, its membership, the 


minimum frequency of its meetings and its functions 


The ground rules contained in your company’s suggestion system policy 
and procedure will undoubtedly guide you in your appraisal of the com- 
pany’s suggestion program. As professionals, you will develop audit tech- 
niques which you will use to test the operation of the suggestion system 


for compliance with these ground rules 


REASONS FOR FAILURE OF SUGGESTION PROGRAMS 
[ mentioned previously that some suggestion programs were more suc- 
cessful than others. Now I'd like to cite some of the reasons why suggestion 
programs sometimes fail to produce good results. If your company’s sug 
gestion system is not yielding dividends or if you want to determine ways 
to help increase the dividends, consider including the following points in 
your audit program 
1. The Extent of Participation in Your Company's Program by Its 
Employees 
This will greatly affect the over-all success of the program and will 
usually be the determining factor in whether or not your program pays 
its own way. All of the shortcomings of your company’s program will 
eventually manifest themselves in this category. How can you deter 
mine whether there is satisfactory participation in your program: 
One way is to determine the number of suggestions your company 
receives per 1,000 eligible employees and the number of suggestions 
adopted by your company per 1,000 eligible employees. Compare 
these statistics with those compiled annually by the National Asso 
ciation of Suggestion Systems. This comparison will give you a 
good idea of how your company’s program compares with the 
national averages 
2. The Adequacy of Your Company's Suggestion Program Publicity 
If employee participation in your company’s suggestion program 
falls below the national averages, chances are your suggestion pub 
licity, or the lack of it, will have a direct bearing on the problem 
What are some of the signs of inadequate publicity ? Start with the 


suggestion drop boxes. Are they readily accessible to employees? 





~ 
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Are they clean in appearance’ Does your company use new posters 
on a regular basis to stimulate interest in the program, or is the 
original tattered announcement the only reminder to employees that 
your company wants their ideas? Does your company publicize 
awards in the company paper, by announcements in the local press, 
by bulletin board pictures, etc.? A word of caution on overdoing 
publicity. If your company puts the emphasis on glamour, big awards, 
easy money, it’s likely to backfire when employees find you want 
only worthwhile ideas. It’s better to concentrate on telling your 
employees about the simple concrete purpose of the plan and how 
they can participate. If your plan is a good one, results and awards 
will speak for themselves. 


Prompt Processing of Suggestions 

Determine that suggestions are being processed without undue delay 
\lso determine that the “easy” suggestions or those which will 
obviously be declined are not given priority over suggestions received 
previously. There is nothing like a backlog of suggestions not acted 


upon to show management's indifference toward the program. 


The Quality and Timeliness of Correspondence with Suggesters 
Review some of the suggestion department’s correspondence with 
suggesters. Is it timely, or are suggesters kept in the dark about 
what has happened to their suggestions? In addition, is the quality 
and tone of the correspondence satisfactory ? If your company wants 
suggesters to keep coming back and to have a good word for the 
program, it will have to be careful how it says “no.” Determin¢ 
that the letters are factual and complete in their explanation. For 
instance, to say a suggestion is a duplicate of another isn’t enougl 
The suggester will want to know what the other suggestion was, 
when suggested, where installed, etc. 


Prompt Installation 
Remember, the sooner good suggestions are installed, the sooner the 
company and the suggesters benefit. 


Token Awards 


re token awards being made for suggestions which the company has 
\re tol ls being mad ggest hich tl ; 


‘ 


no intention of installir gr aA case of “ten-dollaritis” to avoid turning 


down a suggester just because he tried is sure death to the program. 


Follow-up for Effective Use 


Merely installing a suggestion won't always insure that it is being 


used. This can have a demoralizing effect on the company’s em 


ployees. 





Jt 
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8. The Use of Proper Records to Determine Calculable Awards 
Determine that the proper records were used to compute calculable 


awards. Sometimes improper records are used simply because the 
, 


function responsible for computing awards lacks the knowledge that 
more accurate records exist. This is especially true when awards are 
computed by nonfinancial department 

\fter making your appraisal of the company’s suggestion system, you 

should be able to answer the ( stl 

l \re the rules and regulations governing the suggestion system ade 
quate 

2 \re they being observed 


3. Is it easy to submit suggestions under your company’s program? 


proce ssed promptiy 





system records kept straight 


6. Is the timeliness and quality of your correspondence with suggesters 
satisfactory : 

7. Is the suggestion program adequately publicize 

8. Is employee participation in the program satisfactor 


9. Does your suggestion program yield satisfactory dividends: 


If the answer to any of these questions is 1 1 auditors will have 
rmed a valuable service to the company management by bringing 
weaknesses of the suggestion program to their attention. Conversely, 
you can answer yes to all of these questions, you will still have performed 
uluable service to management by telling it that the program 1s operat! 











MAINTENANCE AND REPAIR 
AUDITS 


By Chicago Chapter, Institute of Internal Auditors 


UDITS covering maintenance and repair activities represent one of 

the newer areas to be examined by the internal auditor. Maintenance 
departments frequently are not well organized, and basic controls are often 
omitted. It should be emphasized that maintenance audits cannot be satis 
factorily conducted unless a sound policy for the control of maintenance 
expenditures has been adopted. The basic requirement is authorized approval 
of the expenditure. Therefore, we need an adequate method of communica- 
tion whenever such approval is requested. Because written requests and 
authorizations are the most satisfactory methods of control, a special form 
is required in order to provide a permanent record for request, authoriza 
tion and cost analysis. We shall call this form a Work Order. 


ORIGIN, APPROVAL AND ROUTING 


Work Orders should be issued for all maintenance and repair work 
to be performed by the Maintenance Department. These should be issued 
by the Maintenance or Engineering departments and any others authorized 
by the plant manager. The originator of the Work Order should prepare 
it in triplicate, giving an adequate description of the work to be performed, 
department number and an estimate of the cost. After initialing to signify 
his approval, he should forward the original and duplicate to the appropriate 
approval authority and retain the last copy. Various levels of management 
should be authorized to approve Work Orders on a basis of fixed dollar 
values. After authorized approval, both the original and duplicate should 
be forwarded to the factory accounting office. The factory accountant should 
scrutinize all Work Orders and assign the proper account number and 
Work Order number. The original, retained in the factory accounting 
office, is used by the cost clerk to set up a ledger sheet by Work Order 
number showing the account number, department number, cost estimate 
and a brief description of the work to be performed. The duplicate is routed 
to the Maintenance Department for scheduling. 


First echelon preventive maintenance consisting of greasing, oiling and 
minor inspection of a routine nature, which in many instances can be per- 
formed by an operator as well as a mechanic, should not be handled through 
the Work Order system. Here, standing orders should be issued which 
may incorporate such features as a standard time allowance to perform 
the task, a check list of lubrication points, adjustments to be made, tests 
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to be performed, frequency of inspection, date work performed and initials 
of employee performing the work. The departmental foreman or mastet 
mechanic should regularly review these orders and at various intervals 
observe the work being performed and inspect the equipment to assure 
himself that it is properly done. There is no doubt but what this type of 


control prevents costly repairs resulting from negligent maintenance 


MAINTENANCE RECORDS 
Iquipment records should be maintained by a maintenance clerk to 
provide the maintenance superintendent with informative data on each 
major unit of equipment. The information recorded might consist of the 
following : 
1. Description or Nomenclature of Equipment and Location 
2. Date Acquired, Supplier and Original Cost 
3. Equipment Number 
4. Record of Previous Repairs 
Date and Amount 
Brief Description of Work Performed 


ws 


estimated Life 


WORK ORDER SCHEDULING AND PROCESSING 


] 


ll schedule and assign the work and route 


The maintenance clerk wi 
the Work Order to the maintenance superintendent or his delegate for 


review. Thereafter, the maintenance clerk will file the Work Order in 


reference binder by Work Order number or other convenient method 


A Work Order schedule can be maintained in several ways, the main 
objective being to advise the maintenance superintendent and his assistant 
of the work load ahead of them so that they may plan their work according] 


} 


Phe work load may be expressed in terms of man hours required of each s 


kill 
and craft, by Work Order number, and may be projected for sev ral weeks 
ahead. The percentage of completion of each Work Order should also be 


shown. When the repair authorized on a Work Order has been complete 


the maintenance clerk will post, subject to accounting verification, thi 
amount spent (either dollars or man hours of labor and dollars of material 
and completion date to the Work Order and forward it to the maintenance 
superintendent. 


The maintenance superintendent will satisfy himself that the work was 


satisfactorily performed, initial the Work Order and return it to the 
maintenance clerk. Major differences between estimated and actual costs 


must be explained on the Work Order by the maintenance superintendent. 
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After the maintenance clerk has recorded the pertinent information relative 
to this Work Order on the equipment record card, the Work Order is routed 
to the factory office. 


MAINTENANCE ACCOUNTING 


After reviewing the Work Order the factory accountant will route it 
to the cost clerk for filing with the original. At the end of the month or 
other accounting period, the cost clerk will prepare a Work Order Closing 
Report from his Work Order Ledger and the Work Order copy returned 
by the Maintenance Department. These closing reports must include the 
source of the various elements of cost, a brief explanation of major differ 
ences between estimates and actual cost and the account or department to 
be charged with these costs. The closing reports may be prepared it 
triplicate, and all copies are routed first to the factory accountant and then 
to the plant manager for perusal and approval. The original is forwarded 
to the Head Office or Factory Accounting Departinent, the duplicate re- 
tained by the plant manager and the triplicate sent to the Maintenance 
Department. 


The methods outlined in the preceding paragraphs are intended to point 
out a system which can be followed by virtually all types of industry, the 
significant factor being internal control. With properly authorized requests, 
adequate control over expenditures and objective cost analysis, a great deal 
can be done toward improving costs and the satisfactory maintenance and 


repair of buildings and equipment. 


AUDITING THE MAINTENANCE AND REPAIR ACTIVITY 
It can be seen from the foregoing procedure that the line auditing func 

tion can do much toward controlling the maintenance and repair activity 
on a current basis. We have pointed out that the Work Order will be ap- 
proved by the appropriate approval authority and then routed to the factory 
accountant for perusal. After the work has been performed, the mainte- 
nance superintendent approves a copy of the Work Order and routes it t« 
the factory accountant. Once again the factory accountant reviews the Work 
Order, this time with respect to estimated and actual costs, satisfactory 
explanation of major differences between the two, elapsed time between 
authorization and completion dates and the maintenance superintendent's 
approval. In addition, the maintenance and cost clerks exercise the normal 
checks and balances in their daily routine, and in certain respects, one 
checks against the other. However, experience has taught us that periodic 
reviews by the internal auditor uncover deviations from company policy 


and procedure which can be corrected before serious malpractice occurs 
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For this reason, we have outlined a program which lends itself to managerial 


auditing. 


In planning an audit, the auditor will have an ideal starting point if his 
company has a budget program established for maintenance and repair work 
for the plant being audited. At periodic intervals he can study the report 
of expenditures, year to date, compared with budget estimates. Wide varia 
tions between actual and estimated figures can be the starting point of the 
iudit. When budget reports are not prepared or when more detailed exami 
nation is in order, the auditor must direct his investigation to the General 


Ledger and the file of Work Order Closing Reports. 


The Work Order Closing Reports will provide the information neces 
sary to evaluate performance from a standpoint of controlled expenditures. 
in check the origin of the Work Order request, authorization, 
+} 


Che auditor 


cope of the repair, estimated cost, actual costs and their source and the 


maintenance superintendent's remarks concerning major variations b 
; ? 


tween actual and estimated costs. Special adjustments to the ledgers at 






both local and head offices should be investigated for accuracy and pro 





priety. The auditor can trace charges to their source and verify the cost 
1 


of labor and materials used. In addition, he can check the accuracy an 


] 


completeness of equipment record cards and inspect the repair work whicl 


was performed 


Krom a functional audit standpoint, the internal auditor can also ay 
praise and analyze the effectiveness of the Maintenance Department 


The scope of the functional audit would include an analysis of the mainte 
nance organization, its policies, labor standards and incentives, time report 
ing and recording, job estimates, work planning and scheduling and inspec 
tion practices. Also included would be an examination of the procedures 
followed for administration of tool and supply stores including receiving 
and shipping and disposition of scrap and surplus material remaining from 
completed jobs. Reports developed by and for maintenance management 
personnel including Maintenance Department budget or expense report 


would also be evaluated. 


Such appraisals and examinations would require the auditor to review 


the qualifications of maintenance personnel to determine tl 


ie capabilitic 

and performances of the various supervisors and mechanics. Included 
would be examination of personnel files for work history and experience, 
a review of the necessity and effectiveness of company training programs, 
a comparison of actual vs. standard job allowances and the relationship of 


rates of pay to job status 
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The work planning and scheduling must also be evaluated to determine 
whether the work force is being properly utilized and whether the most 
important jobs are being scheduled first and that the schedule is adhered 
to. Improper work planning and scheduling often will result in decreased 
production as well as improperly maintained equipment. The auditor should 
consider the flexibility of the mechanical organization in adjusting its force 
(either laying off or hiring) to economic conditions as well as work require- 
ments of the company 

Test counts of stores items and comparisons with the inventory records 
are essential as well as determination of the inventory turnover. Physical 
security and accounting control of stores items and small tools should be 
evaluated, observed and tested. All company procedures affecting the 
Maintenance Department should be examined with regard to their effec 
tiveness and practicability of application 


From the foregoing verifications and observations ihe auditor is well 
able to render an objective report to management concerning the mainte 
nance and repair activity. This type of audit will help control costs, aid 
in budget preparation and revision, be instrumental in having local manag« 
ment comply with company policy and procedure and help evaluate the 


over-all effectiveness of the maintenance and repair activity. 


THE AUDITOR ENCOUNTERS 
COMPUTERS 


By CHARLES E. GRODY 
General Auditor, New York Life Insurance Company 


EFFECT OF COMPUTERS ON AUDITING METHODS 
D URING the past few years a considerable amount of discussion and 
interest has been generated among auditors because of the growing 


use ol f electronic data processi! y oO uipment 


Of particular interest has been the possible effect of the equipment on 
the physical form of basic records and the procedures which are subject to 


review by internal auditors. 


[ will not speak on this subject as an expert in the field of electronic 
data processing because I am not such an expert. | propose to approach 
‘ly from the viewpoint of an auditor who has given the matter some 
thought and whose company has installed and is operating an electroni 
data processing system -for certain phases of its operations, and has on 
order and is preparing programs for additional electronic equipment to 
he used on other phases of its business. In brief, I have had the opportunity 


to observe to some degree the effect of computers on auditing methods. 


{ITIAL CONSIDERATIONS 
oF 1, ‘der this subiect in its broadest application. T1 
[I can only consider this sul ject its broadest appiicali he specih 
impact which the installation of an integrated data processing system will 
} 


ave on the individual auditor will vary considerably, depending upon the 
p sition of the auditor in his own company 


1 


I might say at this time, that to properly discharge his traditional 
ré sponsib ilities of safeguarding the assets of his organization and preserving 
its income, the auditor, in my opinion, must be-so established within his 
own organization that he has the degree of independence sufficient to per 
mit independent appraisal and reporting to top management 

The ideal set-up for an auditor, as I see it, is for him to report to the 
of Directors either directly or through an Auditing Committee of 
he Board. Such an arrangement emphasizes his independent status and 
enables him to more effectively perform his duties as an arm of manage 
ment. I am fortunate in being with a company which has established the 


* Delivered at an American Management Association Seminar 
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independence of the General Auditor by the provisions of the Board of 
Directors’ Rules and Regulations which provide that : “The General Auditor 
is responsible directly to the Board of Directors through the Auditing 
Committee and has been given the authority and duty to make audits, ex 

aminations and inspections of the financial operations and affairs of the 
Company on his own initiative and to report to the Auditing Committee . . 

and to file copies of his reports with the Chairman of the Board and the 


President.” 


There will be many organizational changes in companies as a result of 
the growth in the use of electronic accounting devices. Personnel possessing 
the ability to think logically and objectively will be in demand at all levels 
In this regard, the auditor's staff can serve as a training ground to whicl 
management may turn when it is seeking personnel to fill responsible posi 


tions in all areas of a company. 


You can see, therefore, that the role of the auditor is influenced largely 
by his status in his own company according to his ability to provide mat 


agement with effective advice and assistance 


Presumably, the acquisition of electronic data processing equipment by 
an organization is the result of a decision by management based upon: 
a. Careful consideration of the possibility of improving the existing 


system before deciding to acquire a computer 


b. A thorough feasibility study to determine the particular requirements 
of the business and the electroni equipment best suited for the 


purpose 


Once these decisions have been made, a period of intensive planning 
begins during which a basic electronic system is devised, programs are 
formulated, and conversion of the existing records and systems is under- 
taken. After a period of trial and error, testing, revision and realignment 
of responsibilities, records, procedures and controls, the conversion is 
completed and the system is in operation, but only after a considerable length 
] 


of time has elapsed and substantial costs have been incurred 


But what about the auditor? Where does he fit into this planning and 


conversion? What does he do after the conversion is completed ? 


In a talk given before the Systems and Procedures Association of 
America on the subject of “The Internal Auditor and Electronics,” I said 
that “the position of the internal auditor in this electronic era is dual in 
nature. First, he must be prepared to provide advice and assistance in the 


establishment of new procedures based upon the use of electronic data 
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processing equipment and, second, he must review his own techniques and 
approaches in order that he may effectively review and appraise the data 
produced under these new procedures.” 

In my opinion, the 


internal auditor should have no responsibility for 


of procedures, electronic or 


the development and installation otherwise. 
department head or systems and procedures 
wganization. The auditor can, h« 


That is the responsibility of the 


wever, render valuable advice and assist 
ance with regard to the adequacy of controls planned for the new procedures. 
No one is better qualified than the 


auditor to evaluate the operation over-all, 
ind furni 


assurance to management that the technical experts and the 
lughly complex and costly equipment are not leading management along a 
dangerous pat 


\fter the electronic equipment yperating, the auditor will be faced 
vith the problem of developing his audit programs and carrying out his 
audit objectives based on the 


programs. let us examine this phase more 


cl ely 
Regardless of the mechanics of recording transactions, the auditor is 
terested in the source documents, the flow of those documents throug] 
the accounting system, and the relationship f basic responsibilities in 


with the organizational structure of his company. 


\ccordingly, the existence of a high-speed device based on electronic 
principles does not change the auditor's customary approach to evaluation 
| ] £ : 

nternal control conditions prior to the time the device swallows the data 





and attet the transac tion has been at ted I 


converted into an invoice, 
record, an accounts payable record or a check, a tabulation, a 


summary or what | 





wpO8n 2 
} li 


a payroll I 


What is really new is the nature of the equipment, not the basic ap 
proach to auditing. However, because of the tremendous potential of the 
equipment and certain revolution 


ionary features and characteristics which 
it possesses, the auditor will find it necessary to acquire an understanding 
f it and adjust his auditing techniques accordingly. He must know gen- 

f equipment, and understand something 
| its operators employ so that he can 


to his own use and at the same time avoid 
being a stumbling block in the path of 





WHAT HAPPENS TO THE AUDIT TRA 


DI 
Mechanical 


and electronic business machines were developed as labor 


saving devices to facilitate the processing of- large volumes of data at high 


speeds. They seem to have accomplished this purpose 
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Concomitant with development of the equipment, however, is a grow- 
ing obscurity in the audit trail. Long ago, when business routines wer« 
relatively simple and transactions were recorded manually, the trail was 
easy to follow. As business transactions became more complex in nature 


and grew in volume, the trail developed many branches, although it still 
could be followed visually without difficulty. 


With the development of mechanical devices to manipulate numbers, 
completion of the mathematical requirements of business transactions was 
facilitated. I-ven though we could not see into the machines and watch the 
wheels go around, we were not concerned because we understood the prin 
ciples by which the machines operated, we could use the machines ourselves 
to verify computations, and we could still examine visually an accounting 


document or an historical record 


The introduction of punched cards made the trail more difficult to fol 
low. What we did, however, was to develop testing and verifying tech 
niques to satisfy our audit objectives. Furthermore, we felt no particular 
distress because we did not possess the knowledge and training to wir 
and operate the equipment ourselves. We knew that the equipment enabled 
the accounting organization to develop summary control totals (either in 
dollars or card count or some other device); we knew that the flow of 
documents to the equipment and the relationships of functions and respon 
sibilities was properly organized or segregated ; and we learned to employ 
confirmation and other testing techniques with regard to the status of 
completed transactions. Actually, better internal control resulted over-all 


The introduction of electronic data processing equipment presents essen 
tially the same problems but with greater magnitude. Let us examine in 


more detail those areas where the audit trail seemingly becomes obscured 


The events leading up to installation and operation of an electronic 
data processing system should be an orderly progression of events. As an 
auditor, I believe that I have a responsibility in my company to see that 
an orderly process is followed, and I am sure that management expects 


me to see that it is orderly. 


Generally speaking, the initial undertaking is to plan the new system. 
This planning stage usually concludes with the completion of a summary 
of the new system in prose form and a system flow chart, perhaps, which 
outlines the fundamentals of organization and control to be incorporated 
into the new system. This written and graphic material should be prepared 
in plain English and should present no difficulties to the auditor in review 


ing and evaluating internal control over-all. 


The Auditor Encounters Computers 35 


The next orderly process will be the translation or conversion of this 
material into some logical array more suited to the electronic equipment, 
at least with respect to that area to be subject to machine operation. Inas 
much as this should be a logically arranged document or illustration, the 
auditor should have no particular difficulty in evaluating its internal control 
aspects. 


n of this 


Following the foregoing effort will normally be the expansic 


material into a more detailed, step by step analysis with the introduc 


nt 


tion of certain codes and language peculiar to the electronic equipmer 
and in machine logic order. At this point, without some degree of trai1 
ing or education in the rudiments of the machine’s operations, 
begins to become obscure. In other words, the auditor may have some 


difficulty here in relating this bit of logic with the previous material he has 
¢ ? tae) 
reviewed. 

To instruct the equipment to perform those operations which we dé 
mand of it requires the use of language which the equipment understands 
\ccordingly, some sort of coded instructions are devised and ied into th 
equipment, and at this point more obscurity occurs 

Finally, there are certain devices, such as magnetic tapes, punched cards 
punched paper tape, which in themselves are not capable of interpretatio1 


by a visual examination. In addition, the manner in which the machin 
them. and produces a finished result 


is completely obscured. The finished product may be nothing more that 


receives these instructions, acts upon 


another magnetic tape or punched card or punched paper tape. If this 


occurs, no enlightenment results from completion of the operation until 


some more visual and understandable finished product, printed in the Eng 


lish language, is obtained for the auditor to test and examin 


In the early stages of the conversion to electron sing, there 


will probably be little, if any, change in the material < 





the auditor 
A period of parallel operation is usually fundamental in all conversions 
However, once the reliability of the equipment has been proven, the changes 
will commence. 


Among the first records to be converted to a form which is not subject 
] 


¢ 


to visual interpretation will be the master records. These records must 
converted to magnetic tape to facilitate rapid proce ssing of data relative 
to them. However, the fact that the master records will now be on magne 
tape does not make them completely unavailable to the au 
as the data may be printed out whenever necessary. Care must be exercised 
to carefully plan and “batch” such print-outs to avoid costly interruption 


of proc essing. 
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\nother record which may ultimately disappear will be the historical 
record as we know it. Conservation of magnetic tape and maximum use of 
the equipment’s speed potential preclude the maintenance of a record con 
ining all of the transactions affecting a particular item. The record on 
will, instead, reflect only the status of the particular item at a specific 
period of time Although historical records have been a valuable source 
formation to the auditor in the past, their loss is not irreparable. First, 
re can be no doubt that basic source documerits must be maintained for 
considerable period of time. Such documents have always constituted a 
iting point, and there is no reason to expect any significant change in 
premise. Second, the machine programs may be devised to provide 
learly cross-referenced transaction registers for any or all transactions 
fecting the master records in which the auditor may be interested. 
though reconstruction of a historical record from such registers may 
e more time consuming than is the case at present, consideration must 
r the number of times such an effort is necessary in relation to 
ec taining the many records to which reference may never be 
{f IMPUTER TO BUILD INTERNAL CONTR( 
devices are acquired in the first place for the purpose of 
om ivings in costs. It primarily question of economics 
ithstanding the motivation to minimize costs, from the time an 
ation begins thinking about an electronic computer until the tim 
ctually has an integrated sy stem in operation, many « pportunities present 
selve unproving internal control to an extent not heretofore pos 
] lanagement may be so engrossed in other phases of business auto 
lation that it may not be aware of this. You can understand, I am sure, 
at the existence of proper and reasonable controls has a beneficial effect 
operating costs, directly and indirectly. Conversely, a system which is 
k from a control standpoint is dangerous and may lead to serious losses 
hre waste, error, or irregularity. 
Internal control in any electronic svstem be considered as including 
ree areas 
C ide t computer area relative urce and output 
data 
2. Controls uded in the electronic data processing programs 
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Controls Outside the Computer Area 


The first step in the development of the new electronic system, as 
already stated, is a study of the proposed flow of work effort and docu 
ments under the new system and the required changes in organizational 
structure and responsibilities with respect thereto. During this period the 
foundations will be established for providing internal control under the 
integrated system; the internal auditor must be vitally concerned with 


what is taking place. 


Che auditor cannot lose sight of the fact that a vast area of the organiza 
tion will remain outside the immediate electronic sphere. The system of 
internal control must continue to function in those areas as before. A 
study of the system flow charts and summaries of the new procedures should 
be made by the auditor. Based on his review, his over-all knowledge of 
his company’s operations, and his experience and professional training, he 
should be in a position to make whatever suggestions are necessary to 
provide reasonable internal controls in the organization. 


\n electronic system generally results in centralization of certain func 
tions and a reduction in the number of clerical personnel in accounting 
operations. The stress upon segregation of duties may tend to decreas 
Nevertheless, the auditor can still make certain that, wherever possible, 
proper division of duties does exist. Procedures can be established for 


sound business practices at the machine console. Moreover, it is desirabl: 


i 





xiliary functions, such as follow-up of exceptions and the verification 
I | 


of control totals be performed by personnel independent of those perform 


, ; , 
ing the processing. 


We will find also a new area of control which, for lack of a better phras« 
may be called physical control of data. The nature of data storage on tapt 
requires a carefully planned program for its control. Because large amounts 


{ data may be stored in a relatively small area, we are presented with an 


ty 





opportunity not formerly practical, the opportun to protect data from 
loss, mutilation and mishandling. This should be a relatively simple con 
trol to establish and yet will be of vital importance in the data processing 








system. Its principal components would be a comprehensive indexing sys 


m, a trained librarian and the promulgation of certain rules relating to 
the authority of personnel to have access to the tape storags files 
Controls Included in Computer Programs 
A review of proposed computer programs w ill indicate to the experi 


enced auditor many points at which control totals may be accumulated and 
verified within the computer. It is vital for the auditor to make certain 


that such data are accumulated, and it is an intelligent use of the machine's 
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capabilities to have a large part of the verification performed internally. 
Analyses which, although desirable, were heretofore impractical because of 
the volume involved may now be within the realm of possibility. Com- 
parisons, arithmetic verifications and editing which were formerly com 
pleted manually can be translated into computer instructions and performed 
automatically, providing, of course, that in the development of the com 
puter programs adequate consideration is given to internal control require 
ments. When operating routines are organized, provision should be made 
that the auditor be advised of all changes in the computer programs, after 
he has initially reviewed them. 
Hardware Controls 

The manufacturers of these machines have built into the equipment 
certain checking devices which provide controls over the accuracy of the 
internal operations. The auditor will naturally not play any part in the 
manufacture of these controls nor will he be able to exercise any immediat 
influence over them. However, he must understand their purpose and 
capabilities and take these into consideration when evaluating the status 
of the operation. 
hich the electronic equipment, 


1K 


Internal control is, after all, a subject in wv 


human abilities and relationships, and company policy are all inextricably 


related to some degree. The auditor must weigh all of them. 

Taken together, the development of new systems and procedures and 
realignments in responsibilities provide an excellent opportunity to build 
from the ground up adequate internal controls. 

REQUIRED KNOWLEDGE OF COMPUTER HARDWARE 
AND PROGRAMMING TECHNIQUES 


For all practical purposes, what the auditor wants to know is :—How 
much do I have to know and how much does my staff have to know, t 
audit effectively when my company operates an electronic data processing 


system 


Certainly, no one knows all the answers. Experience with the equipment 
is still extremely limited on a national basis. Even more certainly, I don't 


know all the answers either. 


I don’t believe that I will be incurring any risks by stating that an 
auditor, or anyone else for that matter, should absorb all the information 
he can about every subject which relates to or has a bearing on his respon 
sibilities. The more you know about electronic data processing equipment, 


the greater insight you will have to solving your problems. The immediate 
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problem, however, is to acquire a sufficient knowledge so that you can 
operate effectively. 


f 


of the equipment, not the basic approach t 


i 
equipment involves the hardware itself and the operation thereof. 


\s I have already stated, in my opinion what is really new is the natur 


o auditing. The nature of the 


The Hardware 


How much do you have 


to know about the hardware? Let me asl 
question of everyone here wl 


What did you really know about 


las ever operated an adding machine 
it? You knew that it added, or subtracted 
as the case may be, if you pressed the right button; you knew enough t 
clear the machine before you started so that, barring machine failure, you 
would get the correct answer; but you didn’t know exactly what wa 
appening inside. The only difference | 


etween the adding machine and tl 


electronic computer is the degree of complexity in the latter. 
1 1 %. ' P 1 
that doesn’t exactly answer the primary question of how mu 


you need to know about the computer, but it does give us a start. The 
adding machine we could operate if we wanted to, but we were not machine 
operators by profession. “The electronic computers are so complex that it 


takes specialized training perate tir Llo ve is auditors, we don't 
intend to be machine operators and do not require the degree of knowledge 
necessary to operate them. We should, however, be generally familiar witl 
the principles of computer operations. Let us explore what this involves 
n integrated data processing tem involves some central computing 
equipment and a variety of cess equipment which performs certain 
functions. At the beginning of the process, we have a device which receive 


data from source documents and establishes it in some form usable in th 
computer. This may be a key punch which establishes a punched card 
record which is later converted to magnetic tape by a card-to-tape cor 
tales oe av he a tanewriter which establisi hese data in the for 

erter, or it may be a tapewriter which establishes these data in the torm 
of holes punched into a paper tape, which tape is later converted into mag 


netic tape by a paper tape transcriber. 


We should know the nature of this equipment and how it operates 
“2 
We should know that it is possible for the operator to make mistakes in 


transcribing the data and that equipment exists to provide a check or con 


trol over errors, equipment such as a key verifier or a tapewriter verifier 


We should know also that special equipment exists to convert the 


punched cards or paper tape to miagnetic tape, and that control problems 
may arise during this process. There is also certain special equipment on 


which the magnetic tape is mounted to permit it to be read into the com 
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puter, and there are also various output devices to receive the completed 
data and either store it or print it. 


Therefore, with a knowledge of the purposes of each piece of equipment 
and the principles upon which it operates, we can foresee the control prob- 
lems which arise, evaluate the control status as it exists, and where desir 
able, make practical suggestions for improvement. Without any knowledge: 
of what is happening, your effectiveness as an auditor would be extremely 
limited. 


The machine manufacturers themselves have exhibited a genuine sense 
of responsibility and have built into their equipment certain self-checking 
devices which insure as muchas possible, within the bounds of reason, that 
the equipment is working properly and that none of the data are being lost 
during the process. The parity check is one of these devices. Some com- 
puters perform the operation twice to insure integrity of the results. Some 
machines refuse to operate if an illogical instruction is given to them. In 
my opinion, the auditor should be familiar with the principal built-in check- 
ing devices his company’s equipment will possess. He doesn’t have to know 
how the circuitry performs these checks, only what the checking operation 
is and what it is attempting to verify. 


Programming 

In its broadest concept, programming includes in its meaning basic sys- 
tem planning, preparation of system flow charts, standard data sheets, coded 
machine instructions and other data. 


I have already discussed certain phases of programming, in its broadest 
sense. I wish to deal now with the documents which contain seemingly 
mysterious alphabetic, numeric and symbolic characters which may be 
generally described as instructions to the computer. 


1 would also like to give some consideration to certain technical aspects 


of the equipment’s operating processes 


Let me say right now that it is not at all necessary or desirable for an 
auditor to learn how to be a programmer or to participate in an intensified 
course in programming. Auditors are not programmers nor are they ma- 
chine operators. These are highly specialized clerical operations. Auditing 
is not. 


Actually, the degree of knowledge which an auditor will acquire will 
$ ~ I 

vary depending upon the position of the auditor in his company, the oppor- 
tunities he has to acquire knowledge, his ability to absorb information, and 


many other factors. Some will learn more than others. 
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There is a certain minimum amount of education that will be required, 
however. We have found that, to discuss computer operations it 


with the planners, programmers, operators and supervisors of electron 


data processing equipment, we have to understand their language. Wh 
these people speak of internal and external memory devices, drum storag¢ 
magnetic cores, the binary system, variable or fixed word lengths, parit 


bits, master reference files and so on, we should know what they are talki: 


¥ : tii «A Ait\ 
ihout. You will need, therefore, to acquire a knowledge of s 
principal terminologies. The engineering aspects are not important, althoug! 
you probably will absorb some of ther 


— 


You should also acquire some knowledge of the prin iple 5 Ol progt 


ming, that is, the manner in which the i 


J 
s 


put together, why they are put together that way, and the meaning of the 


principal symbols or codes used. You need this so that you can underst 


i 1 i Tl) 
generally the logic of a block or functional diagram of the procs 
review. But only the logic, not the details 
\s an ex unple of some of the matters whi ay afrise I would like 
to refer to my company’s use of the computer to change a certain bill: 
peration from one basis to another. The first phase of this operatios 
a conversion of master record punched card files containing certain specif 


information to a master record file containing some of the old informat 


and certain new data which had to be calculated 


The computer was used to receive the old data from the existing punche 


cards, make the calculations, sort the data into the desired categories ar 
] 


deliver the result onto the magnetic tape which was used as the basis { 
the new billing operation. 

Our primary objective was to satisfy ourselves as to the reasonablen 
tl trols surrounding this operation and the accuracy of the result 
The first thing we did was to make an over-all review of the plans 
procedures for this operation so that we could develop an internal control 


questionnaire to aid us in our evaluation, and an audit prograt 


i s 





conversion operation. We also obtained from the department initiating tl 
project all the information we required to properly evaluate it. This « 
prised, generally, the block diagrams for the electronic operation 

the sten-by-step process in machine logic order; the memory layout sheet 
to assist us in reviewing the block diagrams ; the console operators’ prog1 
guide, and other necessary data 


From a review of the foregoing material and discussions with the 


sonnel responsible for the operation, we completed the first phas« 


work, that is, the internal control questionnaire which highlighted the ess 
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tial control features which we felt were nece 


questions we developed : 


- 


? 


3. 


6. 


3. 


Is a record count available to control 
Is a dollar control maintained for th« 
Is the source of the data, relative to th 
trols, of a reliable nature ? 

Does the computer program provi 
obtained from external sources with 
processing ? 

Does the computer program provide 
which will clearly identify the type of 


itor 

*ssary These are some of the 
the records to be cot verted ? 
» various classes of coverage? 


e record count and dollar con- 


le for comparison of totals 


those accumulated during the 


for separate error routines 


error: 


Have adequate procedures been devised for investigation of errors 


and the ultimate correction of data? 
] 


Does the “test deck,” which was devised to test the computer pro 
| ] 


gram, provide for all reasonable possibilities of condition ? 


Will there be a period of parallel ope 
tem? 

Does the computer program pro ice 
lations to limit the possibility of mac! 
\re check-point and restart routines 
chine breakdown or end of shift? 


Is there a clear console operat rs | 


‘ration with the previous sys 
for multiple passes for calcu 
ine error: 


included, in the event of ma 


og providing for a course of 


action in any reasonable contingency ? 


Does the computer program provide for an accurate method of tape 


identification ? 
Will a central control be maintained 


version is complete? 
he foregoing steps are examples only, 


he following is a sample of some of th 


Review the block diagrams, memory 
data relating to the proposed convers 
and the control features. 

Review the “test deck” which is to 
the computer program and ascertain 
be made by use of the “test deck.” 


Witness the “debugging” process an 


over all records until the con- 


of tive questions devel ] 


loped 
e audit program steps: 
layouts and other upporting 


ion, Summarize the basic plan 


v used in the “debugging” of 


the adequacy of the tests to 


1 make notes of the results. 


Review the system of internal control for both the external and 


internal elements of the procedure 
examine the general control records 


and determine the adequacy thereof. 


established for the conversion 


~ 
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6. Examine the “print outs” of the converted material and compar: 
the output record count with the controls previously established 
Review the printed results of the comparison of the old summary 


card (summarized from the last billing operation under the old sys 


~ 


tem) with the summary card produced after the conversion process. 
Review for differences. 

8. Obtain a copy of the detailed print out of the errors, if any. Follow 
through, on a test basis, to determine the adequacy of the steps taken 


for correction. 


This is just a sample of what was done with a relatively simple oper: 
tion. With the knowledge we acquired of computer operations, we were able 
to satisfy ourselves as to the reasonableness of the controls and the accu 
racy of the operation, with a minimum of time and effort 
Acquiring An Education 


The customary process of developing and installing an electronic sys 
tem, once the decision has been made and the device s« lected, is for the 


ine operators and 


manufacturer to provide a course of instruction f 


programmers. Manuals of instruction and brochures are also made avai 


able for study. 


However, a course in programming is not ideally suited to the audi 
tor, So far as | know, no spec ial course in electronics oC ired to the auditors’ 
requirements was ever provided by anyone. In my company, with the 
cooperation of one of the computer manufacturers and at my instigation, 


one was developed for my staff 


We worked out a concentrated course of approximately 7 days dut 
tion which comprised an agenda, among other subjects, as follows 
| \. An introduction to the equipment, expl tion of its concept 
and what it is designed to do 
3. Brief review of each equipment item and its relationship to the 
system as a whole. 
Il. <A. Introduction to the use of codes to represent data and the stor 
age of information on external medi: 
B. Structure of information in the system, including the use ofl 
binary digits or bits, and the code 
C. Explanation of internal and external storage data 
I] \. Analysis of the application of the requirements to the electronic 


equipment. 
, ; 


2B. Data documentation and system flow charting 


C. Programming concepts and layouts. 
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IV. A. Review of the peripheral or auxiliary equipment with respect to 
functions, hardware controls and procedural controls. 
3. Review of the logical components of the computer itself, such as 
memories, arithmetic units and program control units. 
V. Various methods of error detection, correction and prevention. 


Open forum on approaches to internal control for electronic data 


processing systems. 


[ am not implying here, by the way, that this is the manufacturers’ 
burden. It is not. It is your responsibility to educate yourself the best 
way you know how. 


In addition to the foregoing specific educational effort, we have also 
conducted staff training programs and seminars, using experienced per- 
sonnel, to give us a background in electronic data processing devices and 
techniques in general. 


We have, in addition, worked closely with those activities in our com 
pany which are using, or planning to use, electronic equipment and are 
keeping pace currently with developments. 


In retrospect, I have stated that techniques of the auditor will change 
but not the basic approach to auditing. The changes will be the result of 
the characteristics of the equipment, certainly, but greater opportunities 
will exist to build effective internal controls and permit more effective 


analyses and testing operations. 


The audit trail seems to grow obscure because of the physical character- 
istics of certain of the electronic records and equipment processes. But in 
essence, if you take a broad viewpoint, the only thing that makes the trail 
obscure is lack of vision on the part of the auditor. After all, you follow a 
trail to reach a destination, a conclusion or an opinion. The objective is 
to get the facts, so that you can evaluate. If your knowledge gives you an 
understanding of the system, permits you to make satisfactory tests and 
analyses, the audit trail is not lost. If the auditor does nothing about an 
integrated electronic data processing system his company is acquiring or 
planning to acquire, until it is already installed and operating, he not only 
loses the trail but he also loses an opportunity for himself and his company 
which may never again present itself. 


FIELD AUDITING 


By JOHN J. BUDDS 
Assistant Auditor, The Travelers Insurance Company 


HE auditing of branch offices or agencies is considered a highly im 
portant function, since most of the premium income of Casualty and 
ire companies is collected and reported through these offices. Therefore, 
satisfactory controls must be established, maintained and tested in order 
to determine that the funds of the company are safeguarded and that the 
procedures established by management are followed; this is one of the 


primary responsibilities of the Internal Auditing Department 


Problems relating to field auditing are ever changing. This has becom 
especially true in recent months, as companies are continually making major 
accounting alterations with the adoption of various forms of electronic 
equipment. During the past several years there has been a decided trend 
towards a decentralization of home office functions and the establishment 
of district or regional offices having jurisdiction over a number of branches 
More recently, however, this trend appears to have been retarded or 
1 


reversed, due principally to the installation of large-scale data processing 


equipment. 


The Travelers Insurance Companies operate, for the most part, on 
branch office system with more than 80 branches all reporting direct! 
to the home office. I plan to confine my remarks regarding audit detail t 


the procedures and problems in this type of field auditing 


The men engaged in this work all have home office assignments in 
addition to their field work. No person is continually on the road. It has 
been found that constant travel is somewhat impractical, and, furthermore, 
it is extremely difficult to employ men who are willing to spend ten or 
eleven months of each year traveling. Under the system of dual assignments 
a man’s home office training and experience are of considerable help t 
him in the field and, on the other hand, his field experience and knowledge 
are very valuable and helpful to him in his home office position 

Under our present program every office is audited at least once a year 
and some are visited twice. Schedules are made up several months in ad 
vance, but, of course, may have to be varied due to unusual circumstances 
\ program as large as ours requires considerable planning and, in addition, 
we find our men wish to know considerably ahead of time where and whet 
they are going. We endeavor not to have an auditor visit the same office 


for two successive audits. While we have no particular aversion to being 
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in Miami or New Orleans in the winter and Vancouver or Calgary in the 
summer, the pattern must necessarily be varied so that the element of sur- 
prise is not lacking. To assist in changing the pattern we schedule several 
interim audits during the year. These are spot audits with special concen 
tration on cash, financial accounts and collateral and assets of estates in 
connection with bonds. This type of restricted audit usually takes only one 
or two days and may be made before or after the regular audit with a lapse 
of at least five months in between. Field trips are usually scheduled for a 
three weeks’ period, but every effort is made to limit them to four weeks at 
the most. 


We strive to approach our, work on a friendly and cordial basis. We do 
not, as in the case of some organizations, discourage social contacts between 
the auditors and our officials in the field. Very often associations of this 
type tend to bring out situations or problems which might not otherwise 
become known. We like to look upon our auditors as ambassadors of the 
home office who in their travels in the field help to maintain and further 
the good relationship between the home office and the branches and between 


management and employees. 


It is a normal reaction to feel some degree of resentment toward any 
one whose business it is to probe into compliance with procedures and 
instructions. Likewise, it is natural to have misgivings about one who 
exhibits any presumption that something might be wrong. In the past an 
auditor has been more or less identified as a faultfinder, a snooper or a gum- 
shoe whose sole interest in life was to find and report the mistakes of 
others. We make every effort to dispel this misapprehension and to conduct 
our audits on a friendly, cordial and businesslike basis. We attempt to 
promote the idea that the traveling auditor is one who is assisting manage 


ment in its efforts to achieve the most efficient administration possible 


I believe all auditors look upon their functions as possessing strong 
psychological, deterrent or preventative factors. Management has certain 
responsibilities to its employees, among which is the responsibility for 
removing them from temptation and protecting them from dishonesty. Our 
company’s Fidelity claim files will furnish more than sufficient proof that 
human nature is frail. Therefore, proper safeguards and controls must be 
provided. Where controls and procedures are adequate, temptation is greatly 
lessened. Experience has proved most embezzlements have occurred where 
the systems of control and auditing have been deficient or have broken down. 
Knowledge that transactions in which they are involved are subject to close 


scrutiny is sufficient in most cases to cause people to reject temptation. 
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\ good audit program must be closely related and geared to the com 
pany’s accounting system. The intensity of the audit operation may be 
tempered according to the volume of transactions, the types and number of 
controls and other factors, all of which vary between companies. In The 
Travelers the premium accounting system has strong and closely checked 
controls. Account cards for each individual risk are maintained both in the 
field and in the home office, and premiums are reported by policy. Over 
due premiums are balanced out at the end of every month with each brancl 
office. Our field audit program is governed accordingly and takes into con 
sideration these controls, However, studies are now being made in the 


ring about changes and compel us 
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field of electronics which certainly wi 


to materially alter our audit system. 


1 will not attempt to outline in detail all the functions or operations in 


our field auditing program but will cover only the general outline 


During the course of a branch office audit the cash 


and all recent transactions are reviewed and verified. Our branches ar 
encouraged to keep relatively small cash balances which serve principally 
for change making and limited check and draft cashing accommodations 
The company’s safe is inspected to determine that only authorized materials 
are contained therein and that procedures recommended in connection witl 


the operation of the safe are followed. 


In offices engaging in Fidelity and Surety business the collateral a1 
, tat +} 1 ] : ‘ j ] . 1 +1 
assets Ot estat in the sate deposit box are examined and compared wit 


the record maintained in the home office. 


Premiums are verified with agents and brokers on the spot or sele 
tive basis. For agents who remit on an account current or other similar 
basis, the amount and reporting date of the last remittance 


is verified from the accounting records and a statement is released asking 


regular monthly 


the agent to confirm this information and advise us of any additional pay 
ments. For agents or brokers who do not regularly remit on an account 
basis or who require billing by the company, a list of selected outstanding 
premiums is sent for confirmatior All premium audit statements ar 
returnable to the home office. Discrepancies are checked out by a membe1 
of the audit staff, and all differences are followed to a satisfactory conclu 


sion, usually through correspondence. 


Although many companies have relaxed or discontinued their poli 
controls, The Travelers still maintains policy registers for all lines of 


business. While it is recognized there may be some weaknesses even in 
the best policy control system, we feel that-under our accounting program 


the policy register has decided advantages from the poi t of both good con 
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trol and good housekeeping. The registers are maintained in the home 
office accounting divisions, and numbers are marked off from daily trans- 
mittals of written business. In the field, register cards are maintained in 


connection with agents who issue their own policies. 


To assist in the audit of policies in the field, the auditor is furnished 
vith a record of obsolete forms, inactive series, numbers being issued out 
of sequence, skipped numbers and any other questionable or unusual items. 
[In the branch office the stock of unused policies is inspected to see that 
it is being maintained in proper condition. Agents’ register cards are 
reviewed for neatness and accuracy. [:ntries are tested against the account 
ing records, and skipped numbers are investigated. All numbers on the 
home office listing are checkéd, and the policies involved must be seen or 
satisfactory evidence of issuance must be presented. In the case of policies 
assigned to agents, confirmation statements are released on a selective 


hasis with emphasis being placed on skipped numbers and less active agents. 


Most of our claims auditing is done in the claim section of the Audit 
Department in the home office. However, during the course of a branch 
office audit, draft processing procedures are reviewed. In addition, a num 
ber of claim files are selected and examined with emphasis being placed on 
salvage and subrogation. Due to the magnitude and volume of claims and 
our widespread claim organization, consideration is being given to an 
extension of our claims auditing program with the possibility of reviewing 
a larger number of files in the field and increasing the number of claim 


verification statements sent to claimants. 


\ number of other operations are performed in connection with our 
field audit program, including scrutinizing paid checks and reconciling the 
branch bank acount, examining the salary records and identifying employ- 
ees, inventorying mechanical equipment, checking telephone equipment 
and charges and making an over-all inspection of the office. We make an 
intensive audit of outstanding Life premiums by means of direct confirma- 
tions, as these are paid by policyholders directly to the branch offices and not 
through the agent. Mortgage loan accounts are closely audited. Mortgages 
are handled both through branches and Loan Correspondents who report 
to the home office. Most Casualty and Fire companies, unless they are 
engaged in a full multiple line operation, are not concerned with Life busi- 


ness or with mortgage loans. 


Before leaving a branch the auditor discusses the results of the audit 
with the office manager, who is apprised of any serious errors which may 
have been discovered or of any departures from established procedures or 
any unusual situations. 
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After the completion of the audit a review of the results is made, taking 


into consideration the comments on the confirmation statements returned 
to the home office, and a report is then prepared. The report is in the nature 
of a form with sections provided for each phase of the audit and with space 


for comments or remarks. We find this type of report 1s popular with 
inanagement as it enables those concerned to readily determine the general 
results and immediately spot situations which might require attentior 
Where necessary, the formal report is supplemented by a narrative report 
The report is given to the auditor, who in turn refers it to the officials of 


the company who might be interested in the contents 


In order that maximum results may be obtained from the branch office 
audit program, it is extremely important to completely investigate and 
follow through all differences and discrepancies. It is important to have a 
well-trained, thoroughly experienced and highly dependable staff to handk 
audit material and evaluate the results. Considerable correspondence de 
velops which requires courteous and diplomatic handling. Frequently a 
complaint may be received in response to an audit verification request. It 
is important to see that all complaints are promptly answered and referred 
to the proper department. An auditor is in a position to develop and spread 
considerable good will not only in his relations with employees of the com 
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pany but with the general public as well 











APPROACHES TO AUDITING 


By EDWARD G. MANN 
Assistant Auditor, Hartford Fire Insurance Company 
i ty HIe internal auditor for Insurance Company A circularizes loss pay- 
ments to confirm their authenticity, whereas the internal auditor for 


Insurance Company B does not do so. 


Company A auditor compares bank deposit slips with the cash records 
: ] | ] 


in great detail, whereas Company B auditor merely verifies the balances 
on deposit 

\uditor A reconciles all.bank accounts independently, whereas Audi 
tor B merely tests the reconciliations already prepared 

\uditor A tests extensively the commissions allowed to each agent’s 
contract, whereas Auditor B merely compares the over-all statistical per- 


centages for commissions paid to commissions outstanding. 

These and innumerable other differences can be observed in a com- 
parison of audit programs for different insurance companies. We cannot 
prepare one program for all companies, for example, and say, “This is 
the way to audit commissions.” There are as many different programs as 
there are companies. 

Why is this so? One obvious reason is that the internal controls and 
systems built into each company are widely dissimilar. However, there is 
another important reason which governs the auditor’s approach to pro- 


gramming, even before he gets into matters of internal control. He must 


decide what his responsibility and therefore his objective should be for 


each subject in his field of audit. 

[t is not difficult to obtain from management a broad and general state 
ment of the auditor’s responsibility. Typically it might include the follow 
Ing: 

1. Verify that the balances on the company books are correct. This 1s 
called a “balance sheet audit.” 


2. Uncover any fraud or embezzlement that exists. 


3. Report whether the quality of clerical and accounting work represents 
satisfactory standard of performance. 
+. Report weaknesses in the existing internal controls, which might 


lead to fraud or waste. 


Perhaps this sounds like a clear and explicit definition of responsibility. 


It is not that simple. Each objective requires a different approach. A pro 
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gram designed for objective 1 is not suitable for objectives 2, 3 or 4, and 
vice versa. A program to meet all four objectives would be prohibitive in 
time and cost. A compromise program to partially meet each objective may 


leave the auditor “out on a limb.” 


Let me illustrate this problem further as it applies to one subject 


THE AUDIT OF RETURN PREMIUM TRANSACTIONS 


1. A “balance sheet” approach would require testing the card punch 
ing of expiration year and original premium amounts cancelled, to 
determine whether the basis for the premium reserve is accurate. 
Tests would probably be made at frequent intervals during the year, 
by selecting occasional statistical card batches that have just been 
processed. In many companies it would constitute a test of premium 
and return premium card punching simultaneously. 

The tests could be relatively small, but representative of the 
various lines of business, types of entries, and card punching per 
sonnel. This would be sufficient to determine whether any types of 


errors seriously affecting the premium reserve were occurring. 


If the auditor's objective is to look for indications of fraud, his 
approach will be radically different. 

The size of his test will be much larger; for example, all return 
premiums of more than nominal size for an entire month might 
be selected. 

He should make his selection from an authoritative and controlled 
source, such as a proven statistical tabulated listing of premium 
production. He cannot select daily reports at random from the file 
simply because this is a more convenient source 

He should obtain all daily reports requested for inspection, with 
out exception. 

He should see that proper evidence of cancellation or endors« 
ment is attached, in every instance. 

Calculations of return premium amounts should be reviewed for 
substantial differences, but not for minor differences 

He need not be concerned at all with the effect upon the premium 
reserve, as he would in a “balance sheet audit.” 

3. If the auditor’s objective is to measure and appraise the quality 
standard in processing return premiums, his approach 1s stil 
ent. Errors in coding, card punching, etc., will concern him as to 
their type and frequency, but not for their effect upon the premiun 


reserve as such. 
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In order to develop results for valid comparison of performance 
between different offices or departments he should select a limited 
but standard number of return premiums for each examination. For 
example, 100 flat cancellations, 100 pro rata or short rates, and 100 
miscellaneous other return premiums might be the standard selec 
tion. 

The selection should be truly random as to size of return pre 


mium, line of business, and date of entry. The source of selection 


need not be a controlled, official one, provided it offers a satisfactory 
random choice 

The auditor should check return premium calculations closely. 
He should note and summarize a variety of other matters from the 
viewpoint of work quality, but not necessarily from the viewpoint 
of fraud, such as: 
a. Absence of cancellation evidence and other attachments 
b. Incomplete or incorrect stampings 
c. Frequency of entries correcting previous errors 
d. Number of daily reports not located, and why they were not 


located 


Departments for whom daily reports are charged out for exces 

sive periods of time 

The “internal control” approach will consist mostly of questions 

and observations, with a limited testing of records to see how the 

system is operating. The auditor’s questions relating to return 

premiums would include: 

a. Who has access to the supply of abstracts or other forms whicl 
are the basis of recording return premiums ? 

bh. Do any of these persons also have access to incoming or out 
going checks or currency, or to the accounting records? 

c. To what extent are the return premiums reviewed or spot-tested 

by another employee ? 


uard effectivel) 


Do the work flow, daily report stampings, et 
against duplicate entries? 

The extent and nature of his internal control investigation will 
depend upon his other audit objectives. If his objective is to dis 

cover possible fraud, his inquiries will be concerned largely with th 
segregation of accounting, cash, underwriting and other duties be 

tween different employees, and with certain other security measures. 
If his objective is to measure clerical quality standards his inquiries 
will deal with matters of work flow, checking points, etc. If his objec 
tive is a “balance sheet audit,” internal control matters will concern 


him relatively little 
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It is evident that the auditor must decide what his primary objective 
should be in respect to auditing return premiums, and the degree of impor 
tance, if any, that he should give to each secondary objective. He should 
discuss this carefully with management, and reach agreement as to what 


the objectives should be. He should make clearly understood what the 


resulting approach will not accomplish, as well as what it will accomplish 
Otherwise there will be future misunderstandings that will be embarrassing, 


to say the least 


Referring again to the audit of return premiums, let us assume that 
Company \ has reached the following understanding as to the auditor's 
responsibility and objectives 

] The primary objective for this particular program shall be te 

measure and compare the standards of qual performance in each 


branch or department. 


2 The search for p* ssible fraud shall ly a ecol lat objective To! 
which the auditor will not be held responsible but for which he 
should remain alert 

3. The inquiry into internal controls shall I secondary objective, 
limited to questions and observations necessary to fulfill the other 
two objectives, 

| ‘T he : balance she ee or premnun reserve ¢ bjec live shall be secondary 


1 


he program will not be designed for this purpose, but errors affect 


ing the reserve will be noted where they are significant 


With this understanding the return premium audit might be designed 

as follows: 

1. A fixed number of return premium entries would be examined i 
each office or department regardiess of its size. This is adequate, 
as long as “fraud” is considered a secondary objective 

2. The selection would be strictly random, for all amounts over (sa‘ 


$10, covering a twelve-month period 


By comparison, if the “premium reset e’ were the primary 
objective, more frequent tests, perhaps monthly, would be conducted 


during the year, and the minimum limit would be higher than $10 


3. The source of selection would be the punch cards independently) 
controlled by the statistical department, or a proven detailed tabu 
lation of the cards (if one exists). This is a necessary precautiot 
in order to safeguard the secondary objective, the possibility of 


uncovering a fraudulent return premium entry. 
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4. The auditor will insist that all daily reports be located. This is 
necessary where “fraud” ig an objective, even though it is a secondary 
one, Otherwise, it would be of lesser importance. 


“a 


The punching of expiration date and original premium amounts can- 
celled will be verified, mainly because the premium reserve factor 
is included as a secondary objective. 

6. All return premium calculations will be checked to within an agreed 
tolerance of error—(say) $5. li “fraud” were the primary objective, 
a higher tolerance could be allowed, in order to scan more rapidly 
a much larger number of items. 


7. The proper attachments, cancellation evidence, stampings, etc. will 


be noted. 


The above program does not indicate certain other operations indirectly 
concerning return premiums which would be included under other audit 
program captions. For example, the audit of cash disbursements would 
necessarily include verification of return premium amounts included among 
payments made to agents. Also, the investigation of differences in agents’ 
premium balances outstanding will include some return premiums taken 
by agents not yet recorded, or recorded but not yet taken. 


From the foregoing it is clear that no two audit departments are likely 
to come up with the same audit programs for return premiums. The same 


is true of anything else subject to audit. 


It should also be commented that the primary and secondary objectives 
will not be the same in Company A for other audit subjects as they are 
for return premiums. For example, the audit of incoming cash might be 
approached with the primary objective of uncovering possible fraud. If 
so, a detailed and extensive comparison of deposit slips, subsidiary cash 
records and ledger postings would be required, among other things. If the 
primary objective were to measure the quality standard of work, a much 
smaller sampling test would suffice. If the primary objective were a “balance 


sheet audit,” this test could be dispensed with altogether. 


The circularization of accounts receivable might be a primary objective 
in verifying the balance sheet figure. If so, it would be conducted on a much 
larger scale than it would if the primary objective was to test the quality 
standard of account checking, premium processing, etc. The possibility of 
discovering fraud by this means is also a consideration in determining the 
size and nature of this test; however, since there are so many other ways 
of perpetrating fraud, the auditor should not overemphasize this approach 
if it means neglecting other approaches. 


Approaches to Auditing 
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These examples have been cited to establish: that various approaches 
can be made to the audit of any one subject; that the auditor should care 
fully weigh his various objectives and consider their relative importance ; 
that he should reach complete understanding with management as to the 
selection of objectives, and what they will and will not accomplish and that 


only then can he plan the proper approach to fulfill the chosen objectives 
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One way of forwarding Tue INstitute’s theme this year, “Widening Our 
Horizons,” is to encourage others by examples of your success in venturing 
beyond the old concepts of an internal auditor’s responsibilities. The Round 
Table provides an ideal medium for doing this. It is yours to use. Actual 
case examples of special auditing service to management stir the imagination 


more than reams of theory. 


The names of contributors will be published only with permission, Those 
published anonymously will be credited to your chapter for The Round Table 
annual award. Send contributions direct or through your chapter to: 


The Round Table 


The Institute of Internal Auditors 
120 Wall Street 
New York 5, N. ¥ 


A SUGGESTION FOR APPROVAL AUTHORITY 


One element of good internal control is delegation of approval authority t 


various tiers of supervision. Every internal auditor has, at one time or 
another, encountered inadequate review of signatures on accountable docu 
ments by operating personnel. Review of signatures on a volume of pape 
by clerks is considered to be relatively nonproductive, is a negative control, 


and is the first control to be sacrificed when volume increases. 


We have witnessed the disappearance of handwritten signatures on 
payroll and routine accounts payable checks without protest. We have seen 
a solution to credit control, unreadable delivery addresses and improper bill 
ing department stores with the introduction of the Charge-a-Plate 
\lmost everyone who reads this carries one or more plastic credit cards from 
major oil companies. Why not apply a similar concept of plate stamping 
accountable paper at appropriate control points to provide positive approval 


identification for operating personnel ? 
Los Angeles Chapter 
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BANK DEPOSITS 


Our company maintains many collection offices which make da 


i] deposit 


in local banks to our General Fund account. The collection offices have bee: 
required to prepare bank deposit slips for each deposit, obtain the bank's 


d forward them daily t uu 


' 1 


stamp and initials of representative thereon, an 


Treasury Department. 


\ recent audit of the General Fund bank deposits revealed seve 
istances where, through failure to receive the receipts, the Treasury Depart 
nent was unaware of large deposits for periods up to 35 days. Such dela 


n easily happen when deposits are transmitted by armored car servic« 


Cali l 
nd the bank returns the receipted deposit slip. To reduce the delays an 
prove the control of deposits we made the following change in our pro 


cedure. Each collection office is now required to make a daily report of banl 


deposits for each bank, with a nil report if no deposits are made. The ban! 
is not required to receipt the report. Consequently, all deposits 1 le ea 
day for each bank are covered 
The revised procedure gives our Treasury Department prompt k1 

edge of bank deposits. The authenticity of the reports is controlled | tcl 
ing them with the accounting report of collect d by tracing them t 
the bank statements at month’s end. Since the banks rmally accept 
deposit slip at face value without a count at the time of receipt, the bas 
stamp on a duplicate deposit slip is not too important in the inter 
ontrol procedure. By substituting one report of deposits from each office 


place of the two or three daily deposit slips, our Treasury Department now 
inakes a prompt follow-up on missing reports 


control of deposits by branches is in effec 


THE ANTIQUATED ACKNOWLEDGEMENT 
Members may find it interesting and profitable to investigate the extent « 
use of signed acknowledgement copies for purchase orders and confi 
of sales 


Many companies have, as a part of their formal sales order, a confirn 


tion of sale copy tor the use of the customer. The ma ilso send a secor 
or “acknowledgement,” copy to the customer with the request that it be 


signed and returned. It is customary for these copies to contain a lengthy 
list of conditions. On the other side of the sale, many companies also include 
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an “acknowledgement” copy in their purchase order set. It is supposed to be 
signed and returned by the vendor. This copy also contains a list of condi- 


tions. 


rhus, in some cases, the two acknowledgement copies, with their condi 
tions, criss-cross and will both be signed and returned for the same transac- 
tion. 


In companies which use acknowledgement copies for all purchases (01 
all sales) many of the transactions involve small amounts which do not 
require signed copies with elaborate conditions. Signing of conditions for 
routine transactions is characterized by some buyers as being out of step with 
the way modern business is conducted. They contend that most medium-to 
large-size companies deal with reputable concerns, thus signed conditions are 
unnecessary except for large purchases covered by contracts. 


Discussions with internal auditors and purchasing agents of various 


medium and large companies established the following facts: 


1. Where acknowledgement copies are used, only about 50 per cent ar¢ 


signed and returned. Few companies follow up on those not returned. 


- 


2. The use of signed acknowledgement copies is becoming antiquated 
and of little value. The trend seems definitely away from the use of 


signed acknowledgements. 


3. Many companies have discontinued the use of signed acknowledge 
ment copies. They rely on contracts for the important items and 
normal expediting for the others. In no case has any experience 


occurred that would lead to restoring the acknowledgement copy. 


4. Among the companies still using signed copies, the internal auditors 
contacted, almost without exception, said that their managements 
were considering either the discontinuance or curtailment of use of 


the acknowledgement copy. 
5 e 


Where companies do make a conscientious effort to obtain signed 
acknowledgements on all purchases and/or sales, they are using 
more time on this phase than is justified by the results. 

Internal auditors should review their acknowledgement procedures. 


It may well result in benefit to their companies, and to the business generally. 


Harry V. Eichmann 
Publicker Industries, In 
Philadelphia Chapter 
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THE IMPROVEMENT OF EFFICIENCY IN A 
GRANARY 


The lack of controls observed during a stockchecking audit focused attention 
on the operations of a granary supplying fodder for four hundred horses 


The investigation began with the preparation of a statistical table coy 
ering eighteen months, showing for each month: 
Weight of oats used 
Weight of hay used 
Number of bags of provender made 
\verage use of oats per bag 
Average use of hay per bag 
Calculated average weight per bag 
Number of horses fed 


\verage bags of feed per horse per month 


The auditors noticed that the ratio of oats to hay per bag and the gross 
weight of the bags differed month by month. The difference in the average 
weight of oats can be caused by the setting of the oat crushing machine 
which controls the mixture of oats and hay in the bags. However, the aver 
age bags of feed per horse per month differed by as much as 40 per cent, 
depending very much on where the horses were stabled. 

No control was being kept over the number or weight of bags sent out 
from the granary and returned to it; a test check revealed some serious 
deficiencies. Also, no standard had been established for the average feed of 
the horses. 


\t the conclusion of the investigation, Internal Audit recommended 

1. The establishment of a standard average feed, i.c. fixed proportions 
of oats and hay. 

2. The purchasing of a good oat to achieve an appropriate quality for 


the standard mixture. 


3. The careful setting of the oat crushing machine to obtain the stand 


ard mixture. 
+. The weighing of bags after filling at the granary and the recording 
of empty bags returned. 


cn 


The stipulation of an average of feed per horse to be varied only on 
instructions of the supervising veterinary surgeon. 
The starting point of this investigation was the preparation of a table oi 


statistical figures showing usage. The tools used were a study of these fig 
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ures, an inspection of the operations and consultation with technical experts. 
The result of this investigation was installation of controls and setting of 
standards which led to considerable saving in expenditure. 

J. O. Davies 


London (England) Chapter 


FHE AUDITOR AS A BUSINESS DOCTOR 

By maintaining a watchful alertness as to symptoms, the auditor can often 
diagnose weaknesses in operations and help to improve profits. The follow 
ing case is illustrative of this approach 
SYMPTOMS 

\ business manufacturing component parts for technical instruments 
faced an annual problem of revaluing its work-in-process inventory—down- 
wards, 
EXAMINATION 

A study of the problem revealed these facts : 

1. Prices were determined as a result of competitive bidding. 

2. Bids were based on estimates prepared by the engineering depart- 

ment, 
3. Detailed cost estimates were prepared, for each project as an entity, 
after bids were known to be accepted. 
Costs often exceeded estimates, but this fact was generally not known 
until the jobs were substantially finished. Sometimes the excess 
absorbed the entire profit on the job. 
DIAGNOSIS 

1. Weak engineering practices. 


2. Inadequate costing. 


1. Engineering department now prepares detailed cost estimates before 
bids are submitted. 


I) 


2. Cost estimates are divided among each component operation leading 
to the finished product. 
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3. Job cost accounts are kept on an operation basis comparable wit! 
the cost estimates. 


+. Comparisons are made between estimated and actual costs at each 
operational phase—and action is taken when any significant deviation 


is revealed. 
RESULTS 


1. [engineering estimates are prepared with greater care, and 
a. fewer jobs are underestimated than in the past ; 
b. additional business has been gained because of closer engineering 


analysis leading to a greater appreciation of opportunities t 


t 


reduce costs. 


Manufacturing is more efficient because cost deviations 


are spotted 
and followed up at each stage of the manufacturing process 

3. Cost accounts are more informative and are used as a tool for n 
agement. 


4. Above all, both sales and profits have increased 


Tulsa Chapter 


DRASTIC SAVING IN TIME CLOCKS 
MAINTENANCE 
The high cost of maintenance of our many time clocks prompted us 1 
review the factory orders for this work. All labor and material charges 
originated from within our own plant. 


Searching for a solution, we discussed the problem with an 
service organization (IBM) and with other large companies in th 


who were using their service. 


We found that these other companies recommended the service. Further 
more, the outside organization undertook to maintain the clocks, except f 
major overhauls, for a fee substantially below our past costs 


The savings to us approximates $14,000 per year 


St. Louis Chapter 
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TRUSTED EMPLOYEE YIELDS TO TEMPTATION 
It is incumbent upon management to provide internal checks for discourag- 
ing dishonesty. Where they are not provided, the employee is subjected to 
constant temptation. Being human, he may succumb, as did the trusted em- 
ployee of forty years’ standing in this actual case history. 


The idea came to him when he found that in his capacity as accounts pay- 
able clerk he could obtain a machine-signed check payable to a vendor merely 
by submitting a remittance statement without supporting documents. It 
then became a simple matter to prepare a remittance statement in the name 
of a fictitious payee, using the same first initial as his own. The forthcoming 
check was cashed in a tavern where he had been known only as “Charlie” 
for over fifteen years. 


The misappropriation was readily covered by the old trick of manipu- 
lating the adding machine total of vendors’ invoices to include the fictitious 
remittance statement, thereby creating an offsetting credit for posting to the 
\ccounts Payable control. That remittance statement was then destroyed. 
He carried out this scheme for sixteen years. When it was finally discov- 
ered, by a newly installed internal audit department, the losses totalled 
$32,000. Unfortunately, the fidelity insurance coverage was only $17,500. 

This case illustrates : 

1. the value of an internal auditing program ; 

2. the responsibility of management in eliminating temptation for dis- 

honesty on the part of trusted employees ; 


3. use of facsimile signatures should warrant even more stringent 


internal control over disbursements—invoices and supporting docu- 
ments should be reviewed by the check signer or his department head ; 

+. signed checks should not be returned to the person responsible for 
their authorization or preparation ; 


“sa 


inadequate fidelity insurance limits. 


Raymond P. Allen 
Liberty Mutual Insurance Company 
New England Chapter 
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AN INTERNAL AUDITOR’S RESPONSIBILITY 


Job evaluation is one of the newer control techniques that is playing an 
ever more important role in modern business. The characteristics or job 
specifications for staff members of an internal audit department might well 


be described under these headings : 


1. Experience 

Education 

Initiative and ingenuity 
Attention and concentration 


1 & W IO 


5. Responsibility 


} 


The last of these characteristics is perhaps the most basic in defining the 
individual integrity of the auditor and the organizational worth of the 
internal audit department. The decision to establish and maintain an internal 
auditing staff involves a substantial annual outlay. It envisions furnishing 
certain services to other company components in the following manner : 

a. Ascertaining the reliability of accounting and statistical data 

b. Ascertaining that company assets are properly accounted for and 

safeguarded from losses of all kinds 

c. Determining the extent of compliance with established financial and 

other policies, plans and procedures 

d. Reviewing and appraising records and procedures for adequacy and 

effectiveness 
e. Making available throughout company operations any methods and 


improvements noted in carrying out the audit work 


Training men to have a general over-all knowledge and appreciation 
of the scope, functions, and aims of the company 


What it takes to carry out these responsibilities cannot be reduced to a 


f routines. Even though programs are written, instructions are issued, 


sel 
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and men are trained to correctly interpret the above responsibilities, this is 
hut the start. Auditors must keep alert to (1) every possibility of improper 
conversion of assets, (2) every failure to follow instructions, and (3) poten 
tial opportunities for improvement. These responsibilities require constant 


attention to duty and an imaginative and inquisitive mind. 


It is often detrimental to the confidence reposed in auditors and some 
times fatal to their continued employment when fraud is disclosed by some 
outside means, particularly when the fraud could have been detected by the 
exercise of that plus judgement factor normally expected of members of 


the audit staff. 


\lertness in auditors can best be obtained not by shouting “think” or 
by constant teaching, but by selecting the most alert, outstanding, and best 
qualified manpower available. Men should either be among the top members 
of their classes or should have demonstrated by experience that they have 
the proper qualifications. Such men will be responsive to intensive training 
and supervision. In addition, a chain of progression in the audit work assures 

ome promise of promotion to those with ambitious plans who perform cred 


itably. 


It is the nature of auditing work that one who performs it should never 
say with certainty, “I have done a good job; no one will find errors in 
what I have done.” The lack of a positively attainable goal can be frustrat 
ing to the plodding, bookkeeper type. It is a challenge to the man who has 


the breadth of understanding to appreciate it. 
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THE INTERNAL AUDITOR AND 
CONTINUING EDUCATION * 


By W. B. JENCKS 
Professor of Accounting, Ohio State University 


During the past decade modern business has expanded rapidly and grown 
in complexity. This article tells how keeping pace with such tremendous 
growth places greater emphasis on the need for continuing professional edu 
ation, The author also outlines several means by which a continuing educa- 


on can be accomplished. 


| T is interesting to note that the same forces which were largely responsible 
for the development of internal auditing as we know it—the rapid expan 
sion and complexity of modern business—are now compelling us to becom 
concerned with “The Internal Auditor and Continuing Education.” This 
matter may be considered under the following two major headings: 
a. The need-for continuing education 
b. Methods of continuing education 


:ducation is the assimilation of skills and knowledge for the purpose of 
t 


living a richer, happier, more satisfactory life. The formal education receive: 


in school days is merely background material—a backdrop against whic 


the breadth and depth of your own education can be enlarged by mat 


processes 


For the professional man—and auditors and accountants certainly ar 


professional men—education is a never-ending process. It continues fron 
the cradle to the grave. Even the failure continues to learn—a h | 
fights it. The successful professional man is always eager to explore nev 
areas and to step over into allied fields in an effort to relate them to his ow1 
field of specialization. 

NEED FOR CONTINUING EDUCATION 


THE 


+} 


The internal auditing area of the accounting profession is so new that 
growth and educational advance are still going forward by leaps and bounds 
For example, 15 years ago there was only one text in internal auditing 
Today there are five or six. In 1941 Tue INstiTuTe or INTERNAL AUDITOR 
was founded with one chapter and 24 members. Today there are more 
50 chapters, and a membership in excess of 4,000. Such growth is astound 


* Presented at a Toledo Chapter mecting 
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ing. It points up very well not only the need that existed for professional 
organization, but also the realization by management of the value that the 
auditing team adds as a managerial tool. 


Publications of Tue Institute have contributed greatly to the growth 
and stature of the profession. These publications, particularly in recent 
years, have been detailed and specific enough to be of great service in adding 
to our store of knowledge. 


Now let us review a little about the growth of the internal auditor. Prior 
to 1940 most internal auditors were of the tick and check variety whose 
chief function was the examination of detailed financial records—vouching, 
checking, and looking for infractions of rules. This auditor was a detective 
and policeman. He was usually feared and distrusted by the persons being 
audited. His report normally consisted of long listings of minor deviations 
from set procedures. There were some exceptions to this type of auditor, 
but not many. 


We grant that there still is a necessity for some detective work, as long 
as fraudulent practices continue to deprive employers of $500,000,000 a 
vear. But from the very outset the founders of Tue INsTITUTE or INTERNAL 
Avupitors expressed the philosophy that the responsibilities of the internal 
auditor were greater than those of the detective-policeman. This philosophy 
culminated in the “Statement of Responsibilities of the Internal Auditor,” 
issued in 1947 and revised in 1957. 


The original statement indicated that the auditor should take responsi 
bility not only for the examination and appraisal of financial data, but also 
for the review and appraisal of policies, plans, and internal records and pro- 
cedures, and of performance under these policies, plans and procedures. The 
1957 revision of the Statement of Responsibilities further expands and 
broadens the scope and area of the internal auditor’s obligations. 


What, then, are these additional areas with which the internal auditor 
can well become familiar? Here are a few: 

\. Guaranteed Annual Wage—This topic is not claiming the headline 
space that it did a few years ago, but wait—wait until the first good recession 
hits us. You will find that the guaranteed annual wage will again become a 


W. B. JENCKS is a Professor of Accounting at The Ohio State University. H 
spent four years in public accounting practice and holds CPA certificates from Nex 
York and Ohio 

In addition to being an educational member of Tue INstitute or INTERNAL AUDI 
rors, Professor Jencks is a member of the American Institute of Certified Publi 
Accountants, American Accounting Association, National Association of Accountants 
and the Ohio Society of Certified Public Accountants 
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major bargaining demand. It is important to be aware of the implica 
tions and ramifications of such a plan and the effect on company operations. 
Unless the theory of the annual wage has been thoroughly investigated and 
analyzed, some of the possible consequences will appear rather startling 
Here are some questions that might be raised : 

1, What are the labor costs which arise from a wage or work guarante¢ 
to production workers? 


~ 


2. In what accounting period are entries to be made in the cost accounts 
to recognize these costs? 

3. What is the disposition of these items of cost; that is, what assign 
ment or allocation is to be made of them? 

+. How would a guaranteed wage affect the reporting procedure and 
reports for such factors as control and planning? 

5. What cost problems are raised by the use of production workers in 


other “make-work” jobs when production is slack? 
6. How would the guaranteed wage affect the flexibility of labor costs 


7. What effect would a guaranteed plan have on your company’s break 


‘ven point? 


B. Automation—Automation is not really new. It is just a recently 
coined catch word for processes that have been going on relatively slowly for 
decades. But, the pace has accelerated greatly in the past 10 years, and tr 
mendous progress has been made in the development of automated offic 


machinery and equipment. Here is an area worthy of the auditor’s attention 


Business administrative costs are rapidly increasing, and, generally, the 
most significant factor of this increase is the cost of office help Knowl dg 
of office automation equipment and its proper application will stand the 
auditor in good stead in suggesting economies in office operations 
Although auditors are not apt to be quite as familiar with plant oper 


tions as with office operations, undoubtedly in many areas in the plant th 
application of a little thought and common sense could result in the aut« 
mation of some task previously done by hand. Normally this will result in 
savings in high-cost labor. Many suggested changes can be seen becausi 
auditors are far enough away from the trees to see the forest, because the 
come in from the outside, as it were, and view the scene with a fresh a1 
objective eye. 

C. Electronics—This field may be considered as a part of the auton 
tion area, but it is so new, so vast, and growing at such a rapid rate that 
deserves particular mention 
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Do you know that IBM indicates that it has doubled its plant and per 
sonnel every five years for the past 25 years? How many other businesses 
can claim such a rapid rate of growth? 


Don Herbert, General Electric’s Progress Reporter, has stated that in 
1955 almost one out of three General Electric employees worked on prod 
ucts that were not even in existence in 1939, 


\nd David Sarnoff, Chairman of the Board of RCA, stated that about 
80 per cent of the 1956 sales volume .° ACA came from products that did 
not exist ten years ago. We’re moving at a mighty fast clip. 


That's getting a little far afield, but it does illustrate the speed of tech- 
nological advances. Auditors should have a deep interest in electronics as 
it is applied to data processing. Here is a whole new area of office and 
plant automation that is going to pose serious questions for the auditor. 
Even at the present stage of computer application certain problems require 
serious study. 

1. Normally the console operator is in a position to add or remove 

data from the tape, drum, or tube. What controls can be exercised 
over the console operator to minimize this risk? 


— 


2. What controls can be set up to assure the auditor, even though 
information has been fed in properly, that the machine is working 
properly and producing good answers? 

3. What controls have been built into the machine that will help in the 


audit of the resulting data ? 


And, the situation may well become even more serious. Think of audit- 
ing a payroll where there were no clock cards or other printed documentary 
evidence available, where all of the original evidence is on a magnetic tape. 
lantastic ? Not so. Even now, an electronic solution to the problem of record- 
ing hourly employees’ time on the job is under consideration, Under the 
proposed plan every worker would be provided with a metal disc, each of 
different radioactivity. As the worker entered or left the plant the radiation 
from the disc and the time would be automatically recorded on magnetic 
tape. Won't that pose some audit problems ? 

D. Statistical Sampling—lIf auditors are to be of most value to manag¢ 
ment, do they not have a responsibility to reduce audit time wherever pos- 
sible? And, if they can do this and can obtain more reliable results by the 
use of new proven techniques, do they not have a responsibility to use these 
improved methods wherever possible ? Added reliability and time savings are 
the claims of those advocating the use of statistical sampling in the verifica- 


tion of volume transactions. 
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It seems to me that auditors should know enough about this relativel) 
new technique to be able to not only apply it in audit work, but also to sug- 
gest places in accounting areas where it might well be used. For example, 
one company had the following problem. Invoices in excess of $1,000 were 
checked for quantity, extensions, and footings prior to payment. Invoices 
under $1,000 were paid prior to checking to take advanatge of discounts, 
hut were examined completely after payment. During one month it was 
determined that the cost of checking the latter group of about 8,000 invoices 
was $3,000. Approximately 80 errors, totaling $1,600, were found, all in 
favor of the vendors. Obviously it did not pay to check these invoices each 
month. The problem is, how many should be checked monthly to obtain 
assurance that the errors do not exceed approximately the same proportion ? 
If a level of acceptability is assumed, the problem can be solved statistically 
by checking a relatively small number of invoices selected on a random basis, 
so that the company can be certain most of the time that the error factor is 
remaining approximately constant. In this situation, it was determined that 
checking approximately 1,100 invoices each month would give a fair picture 


of the acceptability of the group 


\s an audit aid, statistical sampling has been applied to the acceptance 
or rejection of the aging of accounts receivable by employees, to the accut 
acy of payroll computations, and to the physical tests of a bulk inventory. 
It is interesting to note in this last instance that the application of statistical 
sampling indicated that the auditors had not been making enough physical 
counts. This phase of the audit work had to be expanded 


F, Management Audits—Here is a new area which, with proper audit 
exploration, is destined to become one of the most valuable services offered 
to top management. Here the auditor appraises all aspects of business pet 
formance ; the audit of the financial records is a part, but only a small part, 
of the over-all task. Through his appraisal and evaluation of facts determined 
the auditor may report on operational weaknesses, on trends, and on basic 
changes that have occurred. The end result is a report which contains recom 
mendations for corrective action and for revising existing policies and pro 
cedures to meet changed conditions. Note that I say recommendations 
Internal auditing is still a staff function, which can and should make recom 


mendations. 


In making some management audits it may be desirable to expand the 
audit team to include specialists from other areas of the company. You may 
recall that in the December, 1956, Interna! Auditor—Round Table Sec 
tion—an internal auditor from an insurance’ company indicated that an 


audit team included, when necessary, representatives from Policy Service, 
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Methods and Research, Claims, and Tabulating and Underwriting, in addi- 
tion to men from the auditing department. 


Agencies of the federal government having internal audit organizations 
frequently follow this same practice in staff selection when making compre- 
hensive audits. For example, the Bureau of Public Roads has an internal 
audit staff composed of auditors, attorneys, engineers, and right-of-way 
and acquisition experts. An internal auditor is in charge of each audit team. 
These examinations are considered management-type audits which contem 
plate the review of all phases of the work done by the unit being audited. 
This type of audit team serves as an excellent medium for passing com 
munications both down and up the organizational scale, and often is able to 
make recommendations that clear up operational bottlenecks of many types. 
Using the management-type audit approach seems to me to be a very effec 
tive way by which internal auditors can best serve as the eyes and ears of 
management. 

G. Outside Interests—Another factor in this continuing educational 
process that is worthy of every internal auditor’s earnest consideration 
is the matter of finding something to do to take his mind away from his 
daily problems—develop a hobby. It is not too important what the hobby 


is as long as it will engage his interest, stimulate his mind, and relax him. 


The therapeutic value of a hobby is well known; it is just amazing that 
so few take advantage of the idea. New avenues of interest are opened, and 
contacts with other hobbyists tend to widen your circle of friendships, usually 
n fields outside your profession. This in itself is educational. No matter how 


much you enjoy your work—and it is important that you do—all work and 


1 


no play leads to ulcers, high blood pressure and a shortened life span. 


METHODS OF PURSUING FURTHER EDUCATION 


Several means are available for the continuance of a professional audi 
tor’s education. The time and methods are dependent largely on individual 
circumstances. 

A. One of the most convenient means is through attendance at and 
participation in professional group meetings. Although some increase in 
knowledge is obtained merely by listening, much more is gained by active 
participation in discussion sessions or by speaking before the group on a 
elected subject. Of course this will require some effort, but the very act of 
making the necessary effort will result in learning about the subject. Local, 
regional, and national meetings of Tue INstiruTe and related accounting 
ganizations all are helpful media for continued educational growth 

B. Keeping abreast of current trends by reading professional maga 
zines is a fine means of continuing an education, particularly if the material 
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is discussed with someone. Again the active stimulation of the brain cells in 


t 


thinking about what you want to say is better than just absorbing th« 


material and letting it lie dormant. And it is important to note that you dé 
not necessarily need to agree with what you read 

C. Some are fortunate enough to be able to attend one or more of thi 
short courses offered by business machine manufacturers. These courses are 
very specialized, but if the specialty falls within your area of interest yor 


can gain a great deal of information. 


D. Continuing adult education is a subject that is viewed very serious! 
by most educators. As a result, many short courses are offered in the col 


ll. ent 


leges and universities that may be of interest and help to you. Some of tl 


courses are compressed into a week or two of intensive work; others ar 


spread over longer periods of time. As examples, we have recently con 
pleted a very intensive two-week executive development course at the Ohi 
State University, and soon will start on a course of study, planned for pul 


lic accountants, relating to income tax« 


THE INTERNAL AUDITOR’S REPORT 


By ARTHUR F. NEFF, JR 


Hosk Manufactu ompa 
Effectively getting ideas across to management by means of well writt 
audit reports is particularly important to the internal auditor. In develot 
s subject the author offers suggestions for improving the quality of aud 
a : A. ; 
reports and for using this communications medium to gain increased j 


ment recognition. 


NE of the most important, but at times the most neglected, p! 

internal auditing is preparation of the written report. Earle Cunning 
ham, Past President, INstiTUTE oF INTERNAL AvobiTors, defines the 
report as a communication covering the objectives of the assignment, thi 
scope of the examination, any limitations made or encountered, and the | 
ings and recommendations. This paper deals with certain aspects of th 
internal auditor's report by discussing the importance of the report, the 


Winner of the Second Place award in the 1957 essay competiti duct um01 
senior Accounting students at Wayne State Universit Sponsored by the Detrort 
Chapter, Tae Institute or Inti AL AuptIt 
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satisfaction of management reporting needs, techniques in writing reports, 
and the various types of audit reports. 


Frequently the internal auditor may not feel as capable of writing his 
report as he did in gathering material for it. This attitude often leads to 
the danger that he will not put enough effort into the report because of a 
leeling that he cannot adequately express himself. Such a feeling is probably) 
the result of a lack of understanding of the principles of good writing. It is 
easy to see, then, why the internal auditor must be made to realize the 
importance of the audit report and the method of its presentation. 


The auditor may wonder why so much emphasis is placed on the prepara 
tion of the formal audit report when the results of his survey have usually 
been discussed orally with local management. The answer is obvious. The 
report provides a written record of the investigation involving many hours 
of effort and considerable expense. Busy executives have many other prob 
lems on their minds when they discuss the findings of the audit program, and 
significant facts, that otherwise may be forgotten, are made a matter of 


permanent record in the audit report. 


\udit conferences are greatly improved by having a written record of 
the results of examination available. Points that might have been overlooked 
are brought to light by the report. The communication process itself is aided 
by providing a basis around which the exchange of ideas can flow. 


he audit report and the 


The internal audit staff is largely judged by t 
effect it creates. Although auditors may work hard and produce excellent 
working papers, management will rarely see these. When there is no oppor 
tunity for oral discussion, management opinions and conclusions must be 
based on the facts set forth in the audit report. If the report is incomplete or 
in poor form, the results of the entire audit may not be understood, and the 
opportunity for corrective action would be lost. 


The internal auditor should submit his report to members of top manage- 
ment where the comments and recommendations will be reviewed with the 
hest interests of the company in mind. To do this effectively, what then do 
executives require in an internal audit report? 


Management needs facts rather than descriptions of audit steps. The 
report should be based on a combination of the auditor’s knowledge and an 
appraisal of the figures as they appear on the records. The report should 


ARTHUR F. NEFF, JR. is a resident of Grosse Pointe, Mich. He attended thi 
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the Hoskins Manufacturing Company in Detroit. 
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present a complete picture. Omission of important points can lead to erro 


eous conclusions which might result in considerable harm to the company 


The report should be based on the most reliable information availabl 
\When an assumption is made, it should be clearly stated that it is an opinion 
and not a fact. The report material should be presented in an objective man 
ner, and the auditor should be careful to avoid expressing a narrow view 
point. Because of the auditor’s first-hand observation of various operations, 
his recommendations often carry important weight in management dis 


( ussions. 


The report should tell management to what extent company policies are 
being followed, how effective the accounting system is, and where internal 
control may be weak. When report material is controversial, both sides « 


the controversy should be presented, if practicable 


Time is an all important factor in writing reports of all types of manage 

boat » a 

ment. Audit reports in particular should be submitted as promptly as pos 
sible. Executives lose interest when facts are not current, and the effective 


ness of the audit is prejudiced. When urgent situations de 





needs the report promptly so that corrective action may 


If possible, the report should be written while the auditor is still on th 
job. When this is done, important information will still be fresh in mind, and 


questions that may arise can be resolved locally. A good way to start is 


write down all significant points on separate cards, and then organize th 
material into related groupings. Duplications can thus be eliminated, and 


any contradictions can be more thoroughly investigated 


The auditor should develop the habit of reporting by exception. Officials 
should be able to learn what is wrong without losing valuable time by coml 
ing through detailed accounts of operations that are satisfactory. Reports 
should be in comparative form, condensed, summarized, and interpreted 
will prove very 


\ summary paragraph of the more significant findings 


helpful 


\udit reports should be thoroughly scrutinized in draft form to be sure 


that every figure and conclusion in the final report can be supported a1 


been properly explained. The auditor should realize that the report 1 
sell his recommendations and conclusions. A common fault in many reports 
is that they are written without adequate preparation. Care should be take 


to assure that the interjection of new ideas will not disrupt the logica 
of thought. Report comments should be written and rewritten where neces 


sary to establish continuity before final submission 
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When the auditor is ready to write his report, he must remember the 
importance of the “you attitude.” In writing for the reader the importance 
if being able to properly direct reader reaction cannot be overemphasized. 
The report writer must be familiar with the five C’s of acceptable writing : 
Correctness, Clarity, Conciseness, Courtesy, and Characte1 

Correctness refers not only to the accurateness of report data, but also 
to the way in which they are presented. Most people recognize the need for 
good spelling and punctation. Horvever, we often overlook the need to avoid 
the use of repetitions, trite words, tangled word order, too many adjectives 


} 


and adverbs, and weak verbs. 


Clarity means explaining points by using simple, understandable lan 
guage. William Butler Yeats was quoted as saying, 
man, but communicate in the language of the people.’ 
filled with “flowery, hackneyed trade terms” which result in a “constant 
Vague words and accounting terms 


“Think like a wise 





Business jargon is 


beating around the bush with words.” 
are used all too frequently in audit reports. The auditor should write the 


way he talks, avoiding fancy language. 
In being concise, the auditor should omit valueless information. Concis« 
ness should not be achieved at the expense of reducing the effectiveness of 


the report. All the important facts should be stated in as brief a manner as 


possible. 
Inasmuch as internal auditing involves the critical appraisal of an 


activity or function, the use of courtesy in writing audit reports is of extrem 
importance. The report should be an objective evaluation and should not 


contain pointed or sarcastic criticisms. Carelessness in this respect could 
avoided, 


prove embarrassing to the auditor. Emotional language should be 
and credit should be given when it is due 


Character involves the physical characteristics and general appearance: 
of the report. Short sentences should be used, as long sentences may tire the 
reader. Also, short paragraphs provide mental rests, making it possible for 

\ttractive headings 
t and identifying 


t 


he reader to more easily follow the report comments. 
ind sub-headings provide a means of creating reader interes 
important sections quickly. 

The head of an internal auditing department should make it his respon 
sibility to see that his men become proficient report writers. He can do this, 
in part, by offering constructive criticism, by proper editing, and by encour 
aging members of his staff to work out problems on their own. Circularizing 
articles on report writing and examples of properly prepared reports is 
another means of implementing staff training in this important aspect of 


the audit work. 
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Types of audit reports will vary with the objectives involved. They may 
be oral presentations, memorandums, letters, questionnaires, or of a mor 
iormal nature. 


Functional type reports will deal with a comprehensive examination 


specific activities. In annual reports to management the auditing activitic 
tor the entire year will be reviewed. Forecast reports comment on current 


year performance and outline objectives for the coming year 


Internal auditing has become one of management's most effective tools 
By constantly improving the media of communication—the audit report 
between the audit staff and all levels of management, the internal auditor 


can attain even greater recognition 


AUDITING THE PERSONNEL FUNCTION 
Courtesy of the Internal Audit Department 


Br daepc rt Bra s Comr ar 


In recent issues of The Internal Auditor, the Students’ Department ha 
included certain specimen programs pertaining to departmental “featur 
examinations for use as guides in extending the internal auditor's scof 
aud f coverage. 

The following questionnaire-type program may be applied in an appraisal 
of a personnel department and related activities. The program was presente 
for discussion at a technical session of the New York Chapter through tl] 


courtesy of the Internal Audit Department of Bridgeport Brass Company 


QUESTIONNAIRE FOR USE IN MAKING AN AUDIT 
OF THE PERSONNEL DEPARTMENT 


Does the employment interview room create a favorable impressiot 
of the company in that it is modernly furnished, properly ill 
minated, etc 


\re applicants treated courteously and is ample time given to eacl 


person in order to learn of his aptitudes and experiences eve 
though a suitable position may not be open 
Is the company’s employment application form laid out in a wel 


organized manner. 
Is the application form designed to rapidly screen or weed out un 
desirable applicants. 


Have employment standards been established in written forn 
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Have interviewing procedures been standardized and have interview 
ers been carefully selected and trained. 

\re tests of any kind used in the selection and placement of new 
employees. 

Does the Personnel Department check local credit investigating 
organizations to obtain information which might be helpful in 
evaluating applicants 

Is each applicant fully apprised of the advantages and disadvantages 
of each position so that he or she will not later be disappointed 
and/or disillusioned. 

Does the Personnel Department check former employment references 
by personal visit or by telephone call. 

In checking references, has the Personnel Department developed a 
list of specific questions which should be asked in order to obtain 
information which will be helpful in evaluating the applicant's 
potential 

\re thorough physical examinations given to applicants before they 
are finally accepted for employment 

Is a manual or booklet given to each person being employed to it 
form him of the company’s rules, regulations, facilities, privileges, 
fringe benefits, etc 

Is each new employee formally introduced to his supervisor a1 


workers 


d « 


\re arrangements made to take each new employee to lunch the first 
couple of days that he or she is on the job to familiarize him with 
available facilities and routines 

Are new employees given adequate training and instruction befor« 
being given an assignment. 

Are new employees required to undergo a probationary period and 
does the Personnel Department check responsible supervision to 
make sure that the requirements of the job have been met satis 
factorily 

Do the personnel files contain a full history of each employee includ- 
ing data on special talents, ambitions and personal -achievements 


Does the company have an effective employee suggestion system 

Is the company’s group insurance program as liberal as that in effect 
at other plants located in the community 

Does the company publish a paper or house organ of some sort. 

Does the company sponsor a sports program for its employees. 

If the company has an employee credit union, is there evidence that 
it is being adequately managed and that the supervisory committee 
is performing the type of audits which will properly safeguard 
the assets. 

Does the company have a program for helping employees solve per 
sonal problems. 

Are company officers required to submit to a thorough physical ex 
amination at least once a year. 


Student’s Department 77 


Is there an established program for acclimating and preparing older 
employees mentally and financially for the day when they will b: 
placed on the retirement rolls 

Are the employees kept informed of management's objectives, plans, 
problems, successes and failures. 

Has the company management ever considered conducting an em 
ployee attitude survey. 

Does the Personnel Department operate under a carefully conducted 
expense budgetary program. 

Does the Personnel Department maintain up-to-date organizational 
charts for each component of the company 

Does the company have a job evaluation system 

Are the company’s job descriptions up to date and clearly worded 

Is there an on-the-job educational program for employees 


ide and area ge 


Does the Personnel Department review it 





and salary levels regularly and report the findings to manag 
ment 

Have foremen and supervisors been instructed to keep the Personnel 
Department informed of immediate and long range needs for n« 
and specially trained employees 


Does the company know the employce accident frequency rate and 
how many man days are lost each year because of accident 

Does the company provide adequate medical facilities for treat 
employees who are injured or become ill while on the job 


Does the company have an effective safety program to assure maxi 














mum protection to the health and physical welfare of employees 

Are employee turnover rates computed for each department or seg 
ment of the business 

Does the company know how its personnel turnover rate compares 
with competitors’ rates and to other plants located in the con 
munity 

Are records of employee tardiness maintained 

' ° 

Are absenteeism records kept and is ed | causes 

Where the records indicate that employee is absent excessive 
does the Personnel Department ull the employee i rt fran 
discussion of the problem 

\re grievances analyzed to determine the elements causing the greatest 
amount of triction 

Do the grievance records show how much time elapse before ea 
case is finally settled 

Is the ion contract written i clear, concise and nambigu 
language 

Are gimmicks or inducements us« e com to « rag 
employees to report to work re 

Do members of the personnel activity attend irs and confer 





ences, conducted by various professional or izations, covering 


practices and procedures dealing with personnel problem 








78 The Internal Auditor 


Are the more progressive and talented executive personnel selected 
ind enrolled in advanced management courses conducted by lead 
ing universities. 

Do supervisors periodically review individual progress with em 
ployees. 


Does the company encourage employees by financial means to further 
their education 


Does the Personnel Department carry on a university recruiting pro 
gram 


Does the company maintain a training program to develop a suppl; 


of talent available to fill vacancies as they occur in the organiza 
tion 


Does the company conduct programs for developing foremen ar 
supervisors 


Has any thought been given to using the technique called “Job 


enlargement” in cases where t 


) 
} 


1 work is stereoty]x l and routine 
in nature 

Is there a policy of promoting from within the organization where it 
is possible 

Does the company endeavor to stabilize employment levels and ar 
employees informed of such efforts 

When layoffs are made, is advance notice given employees affected 
and are adequate explanations furnished as to the need for suc! 
actior 

When an employee leaves the organization, are exit interviews con 
ducted to ascertain the reason behind the termination and to solicit 





suggestions or information which could be used to the company’s 


advantage. 
 tormis | | feaste side | of ti te ond ariut 
Is each terminated employee clearly advised « s rights a iv 


leges under the company’s grou 


READINGS OF INTEREST 
TO INTERNAL AUDITORS 


Subject: EVOLUTIONARY CHANGES IN AUDITING IN THE FEDERAL GOVERN- 
MENT 
By: William A. Newman, Jr., United States General Accounting Office 


Published in The Federal Accountant, December 1958 
1523 L Street, NW, Washington, D. C 


Internal auditing in private business has evolved 1 ‘ 1 it 
financial matters only t a ser TT agree LD) g the la 
decade similar change s have been takir go lace in the federal gov 
ernment 

Che changes in the approach of the General Accounting Office t 
audit responsibilities are discussed in this article, as are changes 
internal auditing in the various federal agencies. The progress of 
both civil and military agencies is presented in some detail. TI 
uuthor feels that although in some cases progress has been distres 


gly slow, greater progress has been made in this past decade tha 





in any other period in the history of the federal government. “Mu 
f the progress in thé development of the broader concepts of interna 
lat ; } il 7 ) ' ‘ 
ership of Tue I> E OF INTER \ 
Subject: AUDITING AND ELECTRONIC DATA-PROCESSING 
By: Goodrich F. Cleaver, General Dynamics Corporatior 
Published in The Journal of Accountancy, November 1958 
270 Madison Avenue, New York 16, N. Y 
The rapid growth of interest in and use of electronic data-p1 
equipment has brought forth a sj article d pamphlets « 
various problems arising from such Auditors public a t 
ants have a particular interest in the subject, as t me equi { 
calls for new audit techniques 
Many of the pamphlets, though of importance in shedding new lig! 
on the subject, have had limited circulation. This article provid 
remedy to that situation by discussing twenty-two selected articles 
and pamphlets, most of which have appeared since 1950. Of particula 
interest, however, is an article which appeared in 1940 yet sets fort! 
In, 


principles highly applicable to the problems faced toda 
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MANAGEMENT'S RESPONSIBILITY IN ELECTRONIC DATA PROCESS- 
ING PROGRAMS 
Herman C. Heiser, Lybrand, Ross Brothers and Montgomery 


Published in Journal of Machine Accounting, December 1958 
208 South Main Street, Paris, Ill. 


Electronic computers are being used increasingly in three broad 
areas: large volume clerical operations, unification of data process- 
ing activities, and scientific solution of management problems. The 
last area involves operations research, or as the author prefers, Ap 
plied Management Sciences. 


he new data processing techniques can be a great help, and involve 
many changes in organizational structure and methods of work which 
must be made to obtain maximum advantage of these techniques 
Here, the author feels, management has great responsibilities—first 
to learn, to acquire basic knowledge of scientific techniques and of 
how computers work. Second, management is responsible for avoid 
ing costly mistakes in developing the program 


The author discusses various uses of electronic equipment and ways 
in which management can meet its responsibilities for data process 
ing programs. “Long range thinking and planning will yield great 
benefits the lack of such long range thinking and 


planning may 
place your company at a competitive disadvantage 43 


CAN WE DEFINE GENERALLY ACCEPTED ACCOUNTING PRINCIPLES? 
Leonard Spacek, Arthur Andersen and Company 


Published in The Journal of Accountancy, December 1958 
270 Madison Avenue, New York 16, N. Y. 


The main arguments raised against definition of generally accepted 
accounting principles are that: “it would create rigid accounting 
principles; it would prevent experimentation; and, it would tend to 
regulate business accounting.” The author discusses each of these 
objections, then turns to the need for such definition. He feels that 
accounting has lagged far behind economic and business progress, to 
the point where corporation statements are actually meaningless to 
the public. Acceptance of alternate accounting principles for differ 
ent companies makes comparisons nearly useless. According to th« 
accounting method used, a company can show either profit or loss 


The author discusses various areas where he feels accounting treat 
ments must be standardized: tax allocation, long-term lease obliga 
tions, and capitalizing certain items. He also argues that the effects 
of inflation must be recognized in accounting for depreciation. If the 
public accountant is to be independent and to fulfill his obligations 


to the public, accounting principles must—and can—be defined 
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Subject: EDPM—GETTING PAST THE BARRIERS TO SUCCESS 
By: D. Ronald Daniel, McKinsey and Company 


Published in The Controller, December 1958 
2 Park Avenue, New York 16, N. Y. 


Electronic equipment has now been put to 
business, and management is increasit 


feels there are six key barriers t 


test of actual use i 
gly disenchanted. The author 
success in the use of EDP: lack 
of support by management for the concept of EDP, inability to blend 
company and “outside” personnel, lack of 


la ‘ 


vorkable relationship wit! 
manufacturer of equipment, failure to meet organizational implica 
tions of EDP, failure of management to realize potential of EDP 
failure to prepare for initial “disillusion.” 


Each of these barriers is discussed i ome d il, alon 


avoiding or hurdling them. In con 





ll of these barriers rec 





recognizing them avoids 





in organization moves i 





cepts fully understood, it will have gon 


uccessful installati 


Subject: THE REACH OF AN EXECUTIVE 
By: Stahrl Edmunds, Ford Motor Company 


Published in Harvard Business Review, January-February 1959 
] ] 


Soldiers Field, Boston 63, Mass 


The reach of an executive is his ability “to rea down through the 


management layers and diversity of an enterprise to locate problen 


situations.” ~xtension of his reach requires a very good informatior 


+ 


system which will inform him of projects that are not working out 


as anticipated. The author feels that the primary requirements of 
such a system l 


measuring essential actions as they take pla 








etting goals a time limits, determining where and why goals ar¢ 
not met, and attention by management to knowledge gained from the 


information system. The author illustrates his discussion of thes« 
important requisites through case examples and actual charts 
is own experience at Ford, where he feels the information systen 
is very good 


Iron 


As business has continued to grow, management layer has been piled 
on management layer. Communication from bottom to top is increas 
ingly difficult; information that “filters up” to management may be 
incomplete, prejudiced and misleading. Obviously, correct decisions 
cannot be made on incorrect information. To meet the need for better 


information systems, to extend the reach of the executive, manag 
ment must adjust to the current changes, alter its organizational stru 


ture as necessary, and take advantage of technological advances 
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Subject: MANAGEMENT IN THE 1980s 
By: Harold J. Leavitt and Thomas L. Whisler 


Published in Harvard Business Review, November-December 1958 
Soldiers Field, Boston 63, Mass. 


Che rapid changes taking place in American business have brought 
forth a new technology, which the authors call “information tech- 
wlogy.” This technology is composed of techniques such as the high 
speed computer, mathematical programming and operations research, 
ind the “simulation of higher-order thinking through computer pro 
grams.” According to the authors, this new technology will have its 
greatest impact on middle and top management 


In this article are discussed prognostications of the effects of the 
new technology on medium and large size business firms, changes 
in organizational structure, radical changes in the middle manage- 
ment and at the top 

Programming will become more and more important an 


‘ 
is ¢ 





ffect mainly on the middle level, lons aré 
already almost completely programmed. The top will become much 


more difficult to attain and will be rea 


the lower « 
hed not through working uy 

from lower levels as much as going directly from spe 

training to assistantships 


‘ ial cf Neg 


Researchers, mathematicians, statisticians will assume great impor 
tance. “Brain-picking” will become common, loyalty to company will 


decrease, as executives move from one organization to another 


The authors give full discussion of these changes, the gic behind 


them, and what management can do now to prepare for the future 


WORTH NOTING 


ADVANCED ACCOUNTING PROBLEMS 
by Irving J. Chaykin and Max Zimering, John Wiley and Sons, 440 For 
Avenue, New York. Price $10.50. 562 page 


CorporATe Recorvs RETENTION 
by Robert B. Whelan, Controllership Foundation, 2 Park Avenue, New York 
Price $10.00. 242 pages 


MANAGEMENT Avupit REportTs 
by James J. Hickey, Management Consultant. Kevmar Publications, Stratford, 
Conn Price $20.00 53 consultant’s re ports 


\ionTGOMERY’S FEDERAL TAXES 
37th Edition. Ronald Press, 15 East 26th Street, New Yorl Price $25.00 
Servinc SALES THROUGH PLANNING OF PRODUCTION AND INVENT( 


V.A.A. Bulletin, January 1959, Section 3. National Association of Accountants 
505 Park Avenue, New York 
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Tax Practitioners Lrsrary. Ronald Press, 15 East 26th Street, New York. 
$10.00 each; $8.50 on subscription 
Repairs vs. CAPITAL EXPENDITURES 
by James C. Wriggins and George Byron Gordon. 144 pages 
ASSIGNMENT OF INCOME 
by Don J. Summa. 181 pages 
Tax AVomaNnce vs. TAx Evasion 
by Sydney A. Gutkin and David Beck. 220 pages 


Price 












EMPLOYMENT SECTION 


This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number. Space rate upon request. 





EMPLOYMENT WANTED 
Senior internal auditor with supervisory and manage- 
ment experience. Desire position in connection with 
planning and control of audit procedures, working 
papers and general supervision and review of audit 


work. Box E-187 





MANAGEMENT OPPORTUNITY 
A large Canadian company with Head Office located in 
Toronto requires experienced internal auditors for its 
North American internal audit department. Position 
offers unusual growth and promotion possibilities. 
Travel in United States and Canada balanced with 


home office projects in both countries. Box E-186 










Canadian Chartered Accountant at present Internal 
\uditor of gas pipe line company wishes to relocate 
continental Europe. Speaks fluent Swedish and French, 
has knowledge of Danish and Norwegian. Able to or- 


ganize, handle people and to get things done. Box E-188 
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Collections of Conference Papers 


OPERATIONS AUDITING 

Seventeenth Annual Conference—5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 


INTERNAL AUDITING FOR PROFIT 
Fourteenth Annual Conference—7 papers Price $1.50 


PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 papers Price $1.50 





Transfer Binders — for The Internal Auditor 


Box Binder to Hold Eight Issues (two years) Price $3.00 
A circular describing Institute publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications On Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—Englewood Cliffs, N. J. 


INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pa. 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wailston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING—by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—Englewood Cliffs, N. J. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—Englewood Cliffs, N. J. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Research Reports 
INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 


THE FIELD OF INTERNAL AUDITING No Charge 
Descriptive booklet for Students 
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